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FEDERAL  RESERVE: 
RECENT  MONETARY  POLICY  ACTIONS 


FRroAY,  MAY  27,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  Committee  met  in  room  538,  of  the  Dirksen  Senate  Office 
Building  at  10:05  a.m.,  Senator  Donald  W,  Riegle,  Jr.  (Chairman 
of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order.  Let  me  wel- 
come all  those  in  attendance  this  morning,  and  particularly  our 
witness.  Fed  Chairman  Alan  Greenspan. 

This  is  an  important  hearing  this  morning  to  review  where  we 
are  with  respect  to  the  Fed's  conduct  of  monetary  policy,  and  I  ap- 
preciate the  Chairman  coming  today  for  that  purpose. 

As  we  know,  the  Fed  has  raised  short-term  interest  rates  in 
steps  now  by  a  full  percentage  point  since  Chairman  Greenspan's 
last  visit  here  to  the  Committee,  which  was  in  March  of  this  year. 
We  have  requested  this  meeting  to  discuss  the  reasons  for  those 
moves  and  their  implications  and  where  we  seem  to  be  going  now. 

By  way  of  review,  the  economy's  performance  recently  has  been 
very  good.  Over  the  past  year,  gross  domestic  product  has  risen  a 
strong  3.7  percent,  including  this  morning's  upward  revision  in  the 
first  quarter.  Which,  as  I  understand  it,  has  some  technical  aspects 
to  it  which  the  Chairman  may  get  into  later. 

This  kind  of  growth,  of  course,  over  the  last  year  increases  our 
national  income  which  we  want  to  see,  and  it  helps  reduce  the 
budget  deficit,  and  that  has  been  a  very  stubborn  problem,  as  we 
all  know. 

Growth  over  the  past  year  has  enabled  the  economy  to  create  an 
additional  2.3  million  jobs  and  has  reduced  the  unemployment  rate 
by  a  full  percentage  point.  And  that  is  after  adjusting  for  change 
in  how  that  unemployment  rate  is  calculated. 

While  most  economists,  including  the  President's  nominee  for 
Federal  Reserve  Vice  Chairman,  Alan  Blinder,  believe  that  our 
economy  is  still  operating  below  its  full  potential,  the  ratio  of  per- 
sons employed  to  the  total  adult  population  is  now  within  1  per- 
centage point  of  its  all  time  peak. 

That  is  not  to  say  we  don't  have  problems  in  the  job  market  of 
a  different  sort  in  terms  of  the  backward  slide  out  of  higher  paid 
jobs  to  lower  paid  jobs.  But  here  we're  talking  just  about  the  aggre- 
gate employment  levels. 

(1) 


Looking  at  inflation  at  the  same  time,  price  inflation  has  not  only 
remained  subdued  but  it  has  continued  to  diminish.  Over  the  past 
12  months,  the  Consumer  Price  Index  has  gained  only  2.4  percent, 
which  is  not  far  above  the  1.5  percent  figure  sometimes  cited  as  the 
innate  upward  bias  in  that  index.  The  CPI's  core  inflation  rate, 
which  excludes  volatile  food  and  energy  components,  is  the  lowest 
since  the  mid-1960's,  and  that  too  is  good  news. 

With  inflation  so  well  subdued  and  the  pace  of  economic  activity 
still  less  than  the  level  generally  considered  to  pose  a  risk  of  accel- 
erating inflation,  the  Fed's  aggressive  interest  rate  policy  deserves 
very  careful  public  scrutiny.  That's  part  of  why  we're  here  today. 

As  Professor  Blinder  told  the  Committee  earlier  this  month: 

Having  paid  the  price  to  achieve  these  gains  on  the  inflation  front,  it  would  be 
sheer  folly  to  squander  them  now. 

And  I  agree  with  that.  But  I  would  also  add  to  that,  expressing 
my  own  opinion,  it  would  also  be  foolhardy  for  us  to  needlessly 
bring  this  economic  expansion  to  a  premature  shutdown,  and  that 
we  can't  afford,  either. 

Particularly  troubling  to  me,  as  Chairman  of  this  Committee,  is 
the  fact  that  we  have  seen  a  large  increase  in  the  long-term  inter- 
est rates  that  has,  in  fact,  accompanied  the  Fed's  monetary  poHcy 
adjustment  actions. 

Unlike  previous  tightening  periods,  Treasury  bond  yields  have 
risen  as  much  as  short-term  yields  and  are  now  more  than  1.5  per- 
centage points  about  last  fall's  lows,  as  are  home  mortgage  rates. 

There  are  a  number  of  reports,  which  we'll  talk  about  later  this 
morning,  that  I  have  a  concern  about.  The  reports  that  I'm  refer- 
ring to  suggest  that  the  unwinding  of  some  very  highly  leveraged 
positions  in  bonds  by  speculators  using  derivatives,  may  have 
played  a  significant  role  in  terms  of  this  unusual  increase  in  long- 
term  rates,  as  well  as  possibly  a  concern  about  our  Nation's  ex- 
change rate  policy. 

These  are  both  matters  that  we  will  examine  this  morning. 

We  also  need  to  hear  your  detailed  explanation  for  the  decisions 
made  by  the  Fed  over  the  past  few  months,  and  how  they  fit  into 
a  longer-term  strategy  for  the  economy. 

I'm  going  to  be  especially  interested  in  your  analysis  on  the  be- 
havior of  bonds  and  foreign  exchange  markets  recently  and  how 
they  affect  your  monetary  policy  decisions. 

Let  me  also  say  this.  There  are  sharp  differences  of  opinion  by 
those  of  us  who  observe  this  closely  and  have  related  policy  respon- 
sibilities in  this  area.  And  I  have  not,  as  you  know,  criticized  Fed 
policy  in  terms  of  these  recent  adjustments.  You  and  I  have  had 
the  opportunity  to  talk  from  time  to  time  about  those  decisions  and 
the  basis  for  them  from  your  point  of  view. 

For  what  it's  worth,  I  would  just  express  the  view  that  I  think 
now  that  those  steps  have  been  taken,  it  might  be  well  for  us  to 
give  the  economy  an  opportunity  to  adjust  to  those  changes  to  let 
those  changes  have  the  effect  that  they  are  in  the  process  of  hav- 
ing, to  see  how  well  the  economy  can  digest  those  changes,  and 
particularly  because  the  markets  are  behaving  somewhat  dif- 
ferently than  we've  seen  in  the  past,  and  to  make  sure  that  we 
don't  cut  the  legs  out  from  under  this  recovery  that's  underway. 


I  don't  have  a  chart  with  me  today,  but  I'm  going  to  give  you  a 
mental  chart  for  a  moment. 

We  have  had  many  discussions  here,  stretching  back  over  the 
last  several  years  when  the  economy  was  struggling  and  unemploy- 
ment was  high  and  we  were  having  a  real  shortfall  in  national  in- 
come and  it  was  helping  to  balloon  the  Federal  deficit. 

In  a  sense,  in  my  mind,  we  have  a  lot  of  lost  ground  to  make  up 
for.  In  other  words,  we've  had  to  repair  a  lot  of  balance  sheets, 
we've  had  to  restore  our  job  base,  and  we're  working  at  that,  but 
it  seems  to  me  we  need  now  a  period  of  sustained  national  income, 
not  just  to  pay  today's  bills  and  tomorrow's  bills,  but  to  recoup 
some  of  the  shortfall  in  years  past. 

It's  a  lot  easier  to  say  that  and  conceptualize  it  than  it  is  to  engi- 
neer the  policy  to  actually  make  it  happen,  and  you  certainly  know 
that,  and  we  both,  I  think,  appreciate  that  point. 

It's  essential  that  we  keep  the  economy  on  a  growth  track  be- 
cause we  need  a  period  of  sustained  economic  growth  to  allow  us 
to  get  a  much  stronger  footing  under  ourselves  as  a  country. 

I  think  the  interest  rate  spread  over  the  last  few  years  has  great- 
ly helped,  for  example,  the  banks  rebuilt  their  balance  sheets.  A  lot 
of  other  financial  institutions  have  rebuilt  their  balance  sheets,  and 
that's  all  to  the  good.  We  needed  to  have  that  happen.  That  was 
quite  an  urgent  need.  Much  of  it  has  been  accomplished. 

I  think  many  families  have  lagged  behind.  There's  a  lot  of  bal- 
ance sheet  rebuilding  and  income  statement  rebuilding  that  has  to 
be  done  for  rank  and  file  people,  and  in  many  ways,  they're  finding 
it  very  hard  to  do,  partly  because  wage  levels  in  many  cases  have 
either  held  constant  or  have  declined.  And  now,  in  many  families, 
both  mother  and  father  have  to  work  as  many  as  two  jobs  each  to 
try  to  make  enough  income  to  really  support  a  family.  There  are 
a  lot  of  people  doing  part-time  work,  as  you  know. 

So  I  would  hate  to  see  a  contraction  come  along  here  and  cut  the 
ground  out  from  under  people  who  have  been  through  a  tough  dec- 
ade and  who  are  now  just  beginning  to  get  the  prospect  of  being 
able  to  earn  on  a  steady  basis  and  have  some  savings,  to  get  ahead 
and  put  some  money  aside  for  their  children's  education,  and  re- 
tirement, and  other  things. 

When  John  LaWare  was  here,  not  long  ago,  to  talk  about  the 
credit  picture  and  how  it  would  relate  to  monetary  policy,  he  ex- 
pressed a  concern  about  home  equity  loans.  I  have  a  comparable 
concern  in  that  area,  and  also  in  adjustable  rate  mortgages.  I  think 
one  of  the  things  that's  happening  right  now  with  these  upward  ad- 
justments in  short-term  interest  rates  is  that  already  consumers, 
a  lot  of  rank  and  file  people  and  families,  are  feeling  that  price  in- 
flation in  higher  interest  rates  on  their  adjustable  rate  home  mort- 
gages, and  also  on  their  home  equity  loans. 

One  of  the  questions  I  want  to  ask  you  this  morning,  so  I  want 
to  alert  your  technical  people  who  are  here  with  you  today,  is  what 
the  volume  of  outstanding  credit  is  in  that  area,  and  as  those  high- 
er rates  bite  in,  how  much  purchasing  power  does  that  subtract 
from  those  families  that  now  are  going  to  have  to  pay  those  higher 
rates  and  not  have  that  money  available  obviously  for  other  basic 
needs. 


I  don't  think  we  often  think  about  interest  rates  when  they're 
going  up  as  a  form  of  price  inflation,  but  in  a  sense,  they  are  just 
like  an3d:hing  else  that  people  have  to  pay  for  that  is  going  up  and 
not  holding  steady. 

I'll  just  conclude,  before  yielding  to  my  colleagues,  by  saying  that 
I  think  we've  got  enough  going  on  in  the  economy,  including  the 
whole  issue  of  now  the  financial  markets  are  working  and  the  le- 
verage coming  off  derivatives,  that  perhaps  letting  these  policy 
steps  that  have  been  taken  have  a  chance  now  to  have  their  im- 
pact, see  how  they  play  out  over  a  period  of  time,  let  the  economy 
breathe  in  this  new  condition,  and  see  if  we  can  stay  on  a  proper 
growth  track  without  an  inflationary  problem  emerging,  would 
seem  to  me  to  be  a  wise  course.  I  mean,  you  get  lots  of  opinions 
from  a  lot  of  different  people.  I  think,  if  we  over-correct  here,  in  a 
sense,  and  tip  this  economy  into  a  downturn,  that  would  be  a  very 
severe  error. 

I  know  you  don't  intend  to  do  that.  I  know  you're  mindful  of  the 
consequences  of  that.  But  I  think  we  may  be  getting  to  a  point 
where  that  balance  may  be  such  that  we  may  need  to  pause  here 
to  see  how  these  adjustments  are  taking  hold. 

In  any  event,  let  me  how  yield  to  my  colleagues.  First  to  Senator 
Sasser,  the  Chairman  of  the  Senate  Budget  Committee,  and  then 
Senator  Sarbanes. 

Senator  Sasser. 

OPENING  STATEMENT  OF  SENATOR  JIM  SASSER 

Senator  Sasser.  Thank  you  very  much,  Mr.  Chairman. 

I  want  to  welcome  Dr.  Greenspan  here  this  morning. 

I  want  to  say,  at  the  outset,  that  our  purpose,  or  certainly  my 
purpose  today,  is  not  to  bash  the  Fed,  as  some  people  are  fond  of 
saying.  Some  believe  that  when  you  have  Dr.  Greenspan  before  the 
Committee,  and  have  an  opportunity  to  comment  on  the  policy  of 
the  Federal  Reserve  Board,  you  are  engaging  in  Fed  bashing.  Well, 
that's  not  what  this  is  all  about  this  morning. 

But  I  think  you  know,  Mr.  Chairman,  that  I  am  very  troubled 
by  the  recent  actions  of  the  Federal  Reserve  with  regard  to  interest 
rates,  and  it's  my  hope  that  we  can  explore  these  concerns  at  some 
length  this  morning. 

Now,  my  concerns  over  the  Fed  raising  interest  rates  over  the 
past  few  months  are  twofold.  First,  I  believe  these  so-called  pre- 
emptive strikes  on  inflation  are  purely  speculative,  and  I  don't  be- 
lieve, Mr.  Chairman,  that  they  are  rooted  in  hard  data.  They're  not 
rooted  in  hard  data  that  either  I  or  my  staff  have  been  able  to  dis- 
cover. Second,  I  think  they  run  the  risk  of  having  a  withering  effect 
on  the  economic  recovery  for  which  we've  waited  so  long. 

There's  nothing  in  the  economic  data  that  I  can  find  to  indicate 
that  this  economy  is  running  amok.  I  can't  see  why  we've  been 
spooked  into  raising  these  rates.  Just  let  me  mention  a  few  of  the 
recent  reports  issued  by  the  agencies  of  the  U.S.  Government  who 
have  jurisdiction  over  these  matters. 

First,  retail  sales  fell  by  %oths  of  a  percent  in  April  with  both 
auto  and  non-auto  sales  declining.  Durable  goods  have  shown  no 
growth  since  January.  Housing  starts  went  down  2.5  percent  in 
April,  when  you  would  expect  housing  starts  to  be  going  up  in  the 


spring  of  the  year.  And  look  at  what's  happened  to  interest-sen- 
sitive single  family  starts.  They  have  dropped  by  a  worrisome  4.4 
percent.  I  see  no  evidence  that  this  economy's  overheating. 

Sometimes,  when  we  get  into  these  discussions  of  Federal  Re- 
serve policy,  I  think  we  lose  sight  of  who's  really  affected.  We  talk 
about  the  bond  market  and  long-term  bonds,  ana  we  talk  about  the 
stock  exchange  and  we  talk  about  the  markets.  But  it's  working 
Americans  who  feel  the  pinch  when  the  Fed  tightens  these  rates. 
It's  the  working  men  and  women  of  this  country  who  are  being 
squeezed  out  of  the  dream  of  homeownership.  And  that  is  a  reality. 
I  see  it  in  my  State.  People  tell  me  they  can  no  longer  afford  to 
buy  a  house  or  they're  worried  that  they  may  not  be  able  to  buy 
one. 

These  low  rates,  and  the  relatively  liberal  monetary  policy  that 
the  Fed  had  been  pursuing  up  to  a  few  months  ago,  really  gave 
new  hope  to  a  whole  new  generation.  For  the  first  time  in  a  long 
time,  young  people  could  think  about  buying  a  house,  young  people 
of  moderate  means,  purchasing  a  new  home  was  the  most  afford- 
able in  a  generation. 

It's  dismaying  to  see  these  hopes  dashed  by  what  I  would  have 
to  characterize  as  an  anxiety,  an  inflation  anxiety  neurosis.  Too 
many  working  men  and  women  have  been  waiting  patiently  for  this 
recovery.  And  we  don't  see  any  evidence  that  there  is  an  inflation 
in  their  wages. 

How  can  the  Fed  say  we  have  inflation  when  the  growth  of  infla- 
tion adjusted  wages  has  lagged  significantly  behind  productivity 
growth  for  the  last  3  years?  Let  me  repeat  that.  How  can  we  say 
that  we're  worried  about  inflation  when  the  growth  of  inflation  ad- 
justed wages  has  lagged  significantly  behind  productivity  growth 
for  the  last  3  years? 

Mr.  Chairman,  we  look  at  the  data  that  the  pollsters  give  us  and 
they  ask  the  American  people,  how's  the  economy  doing?  Are  you 
going  to  be  better  off  this  year?  Are  you  going  to  be  the  same?  Or 
are  you  going  to  be  worse  off?  And  there  is  no  significant  increase 
in  those  who  say  they're  going  to  be  better  off,  even  though  we 
have  been  in  an  economic  recovery.  It's  because  they  don't  have  any 
perception  that  their  wages  are  going  up  or  keeping  track  with  pro- 
ductivity. 

Now,  I  just  want  to  make  these  points,  and  I'll  yield. 

A  tight  monetary  policy  not  only  jeopardizes  job  restoration,  it 
jeopardizes  wage  restoration  as  well.  And  the  United  States  of 
America  is  becoming  a  relatively  low-wage  country.  Who  would 
have  ever  thought  we'd  see  industries  leaving  Europe  and  coming 
to  the  United  States  because  wages  are  lower  here? 

The  American  people  are  working  harder  than  they  have  ever 
worked,  they're  seeing  almost  no  improvement  in  their  wages.  They 
end  up  taking  a  second  job  and  spouses  are  forced  into  the  job  mar- 
ket. When  working  Americans  think  they  might  get  the  first  bene- 
fits of  an  economic  expansion  that  they  really  have  waited  for  a 
long,  long  time,  the  Federal  Reserve  hits  the  brakes  and  starts 
tightening  down  on  the  monetary  policy. 

I've  had  this  discussion  before  with  the  distinguished  Chairman. 
But  we  did  our  work  in  Congress.  We  tightened  fiscal  policy,  and 
we  are  working  hard  to  reduce  this  deficit. 


We  produced  a  package  that  the  Congressional  Budget  Office 
said  would  reduce  this  deficit  by  $500  billion  over  5  years.  The  lat- 
est reports  indicate  that  that  projection  is  too  low  and  it's  going  to 
reduce  the  deficit  over  the  next  5  years  in  excess  of  $600  billion, 
as  much  as  $650  billion,  according  to  some  reports. 

We've  done  our  work  here.  We've  tightened  fiscal  policy.  We're 
cutting  spending,  and  we're  asking  the  Fed  to  be  partners  with  us 
and  continue  to  pursue  a  liberal  monetary  policy  and  give  this 
economy  enough  oxygen  to  keep  on  growing.  And  there's  plenty  of 
space,  I  submit,  Mr.  Chairman,  to  do  this  without  risk  of  inflation. 

Well,  I've  said  enough.  Let  me  yield  now,  to  Senator  Sarbanes. 

The  Chairman.  Let  me  iust  say,  if  I  may,  before  calling  on  Sen- 
ator Sarbanes,  the  data  tnat  we  use  indicates  that  if  we  can  get 
another  percentage  point  of  growth  into  the  economy,  and  we  want 
to  see  a  positive  growing  economy,  that  every  1  percent  increase  in 
growth  will  produce,  in  the  following  year,  a  $20  billion  reduction 
in  the  Federal  deficit.  We've  talked  about  this  many  times.  I  don't 
want  to  leave  the  deficit  out  of  the  discussion  because  we're  trying 
to  bring  that  down  because  that  also  impacts  interest  rates  in 
terms  of  its  effect. 

So  we  need  this  positive  growth  because  people  need  the  incomes, 
but  we  also  need  it  now  to  get  this  deficit  down.  We  can't  do  it  all 
with  just  fiscal  tightening,  as  you  well  know. 

Senator  Sarbanes  serves  as  the  Vice  Chairman  of  the  Joint  Eco- 
nomic Committee  and  was  formerly  its'  Chairman. 

Let  me  call  on  Senator  Sarbanes  for  his  comments,  and  then 
we'll  go  to  you,  Mr.  Chairman. 

OPENE^G  STATEMENT  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  Thank  you  very  much.  Chairman  Riegle. 

Chairman  Greenspan,  I'm  pleased  to  join  with  my  colleagues  in 
welcoming  you  back  before  the  Committee. 

I  do  want  to  pick  up  on  one  thing  that  Senator  Sasser  made  ref- 
erence to  right  at  the  outset  and  that  is,  unfortunately,  we  get 
these  reports  every  time  we  try  to  have  an  intense  dialog  with  the 
Fed  over  their  policy  and  what  their  thinking  is  behind  it  that 
somehow  or  other  we're  engaged  in  Fed  bashing. 

Now,  I  think  the  policies  of  the  Fed  are  open  to  examination  and, 
indeed,  critique.  You're  not  the  Delphic  Oracle,  although,  on  occa- 
sion, I  have  to  say  you  behave  somewhat  that  way,  but  it's  not  sim- 
ply handing  down  these  edicts  from  on  high.  Those  are  humans 
down  there,  I  assume,  on  the  Board  of  Governors  and  on  the  Open 
Market  Committee,  and  they  can  make  judgments,  and  indeed  they 
are  fallible. 

One  of  the  things  I  think  a  lot  of  people  in  the  country  have  been 
asking  for  is  an  explanation  for  the  Fed's  thinking,  what's  the  ra- 
tionale. Of  course,  the  Fed  simplv  hands  down  these  one-  or  two- 
paragraph  statements  after  making  decisions.  You've  taken  to 
doing  that;  before,  you  didn't  even  do  that.  It  just  kind  of  emanated 
out  by  some  process  of  osmosis. 

It  is  rare  that  we  get  you  here.  I  think  we  need  to  get  you  here 
more  often,  and  perhaps  your  colleagues  on  the  Open  Market  Com- 
mittee. I  have  a  sense  you're  always  having  to  take  the  brunt  of 
it,  and  of  course  they  all  have  a  vote,  just  like  you  do. 


I  commend  Chairman  Riegle  for  calling  this  momingfs  hearing. 
It  seems  critical  to  me  that  we  examine  the  reasoning  behind  the 
policy  that  the  Fed  has  been  pursuing.  Misperceptions  about  the 
intentions  of  the  Fed,  which  arise  from  a  lack  of  explanation  of  the 
Fed's  decisions,  can,  by  themselves,  affect  the  course  of  the  econ- 
omy. 

It's  interesting.  Judges,  of  course,  have  to  hand  down  opinions 
explaining  their  decisions  and  laying  out  the  whole  rationale  for  it. 
It  seems  to  me  that  it  is  a  very  helpful  exercise.  First,  it  disciplines 
the  decisionmaker  because  they  then  have  to,  in  effect,  develop  a 
rationale  and  cast  their  decision  in  the  context  of  that.  Second,  of 
course,  it's  helpful  to  people  trying  to  understand  the  decision  be- 
cause they  have  a  reasoned  presentation  before  them. 

Now,  as  you  well  know,  I've  had  difTiculty  discerning  the  basis 
on  which  the  Federal  Reserve  has  pursued  this  policy  of  raising  in- 
terest rates  over  the  past  4  months.  It's  obvious  that  I'm  not  alone 
in  that  concern.  After  the  announcement  by  the  Federal  Reserve  of 
its  most  recent  rate  increase  last  week,  the  U.S.  Chamber  of  Com- 
merce issued  a  statement  headed,  "We  Hope  That  Main  Street  Is 
Not  Being  Sacrificed  For  Wall  Street." 

Let  me  just  read  briefly  from  that  statement: 

While  we  understand  that  today's  moves  were  intended  to  calm  jittery  financial 
markets,  we  hope  that  Main  Street  is  not  being  sacrificed  for  Wall  Street.  The  Fed- 
eral Reserve  has  justified  its  policy  directly  on  its  fear  of  future  inflation.  However, 
with  virtually  all  current  indices  showing  little  or  no  infiation,  and  with  many  indi- 
cators showing  that  economic  growth  was  already  slowing  from  its  rapid  pace  at  the 
end  of  last  year,  we  are  becoming  increasingly  concerned  that  Federal  Reserve  pol- 
icy may  be  moving  too  fast  and  too  far. 

We  are  concerned  that  monetary  policy  not  choke  off  an  economy 
that  only  recently  has  begun  to  generate  income  and  job  growth, 
a  concern  expressed  by  both  of  my  colleagues  here  already  this 
morning. 

The  AFL-CIO  also  issued  a  statement  last  week.  I'd  like  to  just 
quote  briefly  from  that  one: 

The  Federal  Reserve  Board's  latest  interest  hikes  are  unjustified.  The  country  is 
far  short  of  the  goal  of  full  employment  and  inflation  is  nowhere  in  sight.  We  fear 
that  the  only  real  impact  of  the  Fed's  latest  actions  will  be  to  quell  economic  activity 
and  keep  people  from  getting  jobs. 

At  a  time  when  8.4  million  Americans  are  out  of  work  and  another  6.6  million 
working  part  time  or  having  sought  work  without  success,  the  Federal  Reserve 
Board's  actions  dash  the  hopes  of  many  Americans  for  gaining  and  holding  employ- 
ment. 

IVevious  rate  hikes  by  the  Fed  have  already  raised  mortgage  rates,  hurt  the  hous- 
ing construction  market,  and  now  threaten  to  put  the  cost  oi  a  new  home  even  fur- 
ther out  of  the  reach  of  many  working  Americans. 

We  urge  the  Federal  Reserve  Board  to  change  course  before  more  damage  is  done. 

Now,  I  sent  down  to  you  the  testimony  that  we  received  here 
from  the  Home  Builders  about  the  impact,  even  before  the  latest 
move  of  the  raise  in  interest  rates  on  home  building  orders,  and  the 
testimony  of  the  Small  Business  Legislative  Council,  again  saying 
that  they  thought  the  recovery  was  fragile  and  that  they  felt  that 
the  Fed  was  running  the  risk  of  nipping  the  current  economic  re- 
covery in  the  bud. 

I  think  we  understand  the  rationale  that  says,  if  you  get  growth, 
strong,  sustained  growth  over  a  period  of  time,  an  extended  period 
of  time  that  begins  to  tighten  labor  markets,  begins  to  fill  up  or  use 
capacity,  and  begins  to  indicate  there  might  be  bottlenecks  develop- 
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ing  in  the  economy  which  would  lead  to  a  run  up  in  prices,  that 
throttling  back  on  the  economy  is  a  way  of  trying  to  preclude  that 
growth  from  leading  to  inflation. 

What  I  find  perplexing  about  the  current  conduct  of  monetary 
policy  by  the  Federal  Reserve  is  that  it  is  taking  place  in  an  envi- 
ronment in  which  there  appears  to  be  little  sign  of  inflation.  In 
fact,  the  economy  generated  less  inflation  last  year  than  any  time 
since  the  early  1960's,  with  the  exception  of  the  1  year  here  in  the 
mid-1980's  when  the  bottom  fell  out  of  the  oil  market. 

But  the  1994  rate  to  date,  yearly  rate,  is  at  2.4  percent,  and  we 
haven't  been  at  that  figure  since  1965.  So  we  have  the  best  per- 
formance on  the  CPI  in  almost  30  years,  yet  we're  getting  a  pre- 
emptive strike  or  so  we're  told  against  inflation.  And  of  course,  the 
preemptive  strike,  in  my  judgment,  ends  up  being  a  strike  against 
economic  growth  and  job  restoration. 

The  Producer  Price  Index  has,  in  fact,  declined  Vioths  of  a  per- 
cent over  the  last  12  months.  Now,  at  the  end  of  January,  you  indi- 
cated that  you  thought  the  CPI  may  not  be  the  best  measure,  and 
you  thought  final  sales  to  domestic  purchasers,  the  deflator,  might 
be  the  best  measure. 

Well,  if  we  use  that,  again,  we  get  a  very  strong  performance  on 
the  inflation  front.  The  first  quarter  of  1994,  you  have  to  go  back 
to  the  first  quarter  of  1964,  30  years  ago,  to  have  a  comparable  per- 
formance with  respect  to  final  sales,  a  four-quarter  change  in 
deflator  to  final  sales  to  domestic  purchasers. 

Then  some  say,  well,  let's  look  at  labor  costs.  Let's  look  at  unit 
labor  costs.  Of  course,  labor  costs  are  what,  about  %,  I  guess,  of 
the  costs.  We  hear  a  lot  about  commodity  prices,  but  commodity 
prices  are  only  a  small  percentage  of  what's  factored  into  costs. 
Labor  costs  are  at  a  29-year  low.  The  1994  yearly  rate  to  date, 
¥ioths  of  a  percent,  has  risen  ¥ioths  of  a  percent.  With  productivity 
gains  actually  outstripping  real  wage  and  benefit  increases,  labor 
costs  will  continue  to  hold  down  inflation. 

And  I  know  commodity  prices  have  moved  around  a  bit.  They're 
characteristically  volatile.  In  comparison  with  their  recent  runup, 
commodity  prices  rose  by  much  more  in  1983,  1984,  and  roughly 
the  same  degree  in  1992.  No  general  inflation  upsurge  followed  ei- 
ther of  those  runups  since  commodity  costs  represent  only  a  small 
fraction  of  total  costs. 

Capacity  utilization  is  at  moderate  levels.  In  fact,  some  think  the 
official  measures  are  overstated.  There's  a  body  of  analysis  that 
thinks  the  official  measures  used  for  capacity  utilization  are  over- 
stated. 

Industries  with  higher  utilization  rates  generally  face  intense 
international  competition.  There's  substantial  unused  capacity 
abroad.  In  fact,  foreign  competition  is  more  intense  today  than  ever 
before,  and  it's  keeping  a  damper  on  wages  and  prices  in  the  U.S. 
market. 

All  of  this,  I  think,  because  I  know  the  Fed  is  making  a  lot  of 
reference  to  historical  levels  and  historic  norms,  but  it  seems  to  me 
the  one  major  factor  that  has  changed  in  the  current  context  from 
previous  historical  experience  are  the  congressionally  passed  budg- 
et resolutions  and  the  budgets  enacted  pursuant  to  them,  which 
are  restrictive,  restraining,  constraining  budget  resolutions. 


Fiscal  policy,  as  you  urged  us  to  do  repeatedly  before  this  Com- 
mittee, I  mean,  I  can  shut  my  eyes  and  hear  you  telling  us  on  occa- 
sion after  occasion  about  the  necessity  to  pass  budget  resolutions 
that  constrained  fiscal  policy.  And  under  the  extraordinarily  effec- 
tive leadership  of  Chairman  Sasser,  we've  done  exactly  that.  We've 
got  the  Federal  budget  deficit  on  a  downward  trending  line. 

So,  for  the  first  time,  if  you  look  at  the  historical  context,  we're 
dealing  with  the  situation  in  which  the  fiscal  policy  side  of  our  eco- 
nomic arsenal  of  tools  is,  in  fact,  restraining  the  economy,  not  pro- 
viding it  an  impetus.  The  question  then  is,  where  is  the  impetus 
to  come  from  in  order  to  get  some  economic  growth  and  some  job 
restoration? 

Of  course,  it  was  there  that  we  were  looking  to  the  Federal  Re- 
serve to  give  us  some  lift.  We  got  it  for  a  while,  and  the  interest 
sensitive  sectors  picked  up.  But  now  that's  moving  in  the  other  di- 
rection. The  recent  figures  retail  sales  fell  ¥ioths  of  a  percent  in 
April  with  both  auto  and  non-auto  sales  declining.  The  4-week 
moving  average  of  initial  claims  for  unemployment  insurance  has 
risen  6  percent  over  the  last  8  weeks.  Housing  starts  went  down 
2.5  percent  in  April,  with  housing  starts  and  single  family  starts 
dropping  a  worrisome  4.4.  percent. 

Now,  let  me  just  make  the  point  of  what  this  means  in  the  hous- 
ing area.  My  colleagues.  Senator  Sasser  and  Senator  Riegle,  talked 
about  how  this  was  hitting  working  people,  the  ordinary  consumer. 

You  took  the  rates  up  the  other  day.  The  banks  immediately 
jumped  the  prime  rate  V2  a  point.  That  gets  fed  out  into  business 
loans.  That  gets  fed  out  into  consumer  credit  charges.  That  hap- 
pened right  away.  The  payments  on  the  deposits  into  the  financial 
institutions  did  not  go  up  by  V2  a  point,  but  the  charges  out  of  the 
financial  institutions  went  up  V2  a  point. 

But  let  me  just  talk  about  the  impact  in  the  housing  field.  These 
are  mortgage  interest  rates  on  a  30-year  conventional  mortgage. 
Now  the  week  of  February  4,  1994,  before  you  started  moving  the 
rates  up,  6.97  percent.  The  week  of  May  20,  1994,  8.56  percent. 
And  we've  had  a  little  bit  of  a  stabilization.  I'm  sure  you're  going 
to  make  something  on  that  point  in  your  testimony  today. 

I  just  want  to  make  this  observation.  Even  if  now  the  loan  rates 
stabilize  for  awhile,  my  prediction  is  that  the  Wall  Street  traders 
are  going  to  be  back  at  you  and  the  Open  Market  Committee,  if  not 
at  the  next  Open  Market  Committee  meeting,  the  one  after  that, 
to  move  the  rates  back  up  again. 

Even  if  you  get  some  stability  here  for  awhile,  what  has  hap- 
pened is  that  we  moved  from  this  level  down  here  to  this  level  up 
there.  No  one's  really  talking  about  a  significant  drop  in  this  level. 
We're  hopefully  going  to  have  some  stability. 

Some  say,  well,  maybe  loan  rates  will  come  down  a  little  bit.  But 
we  have  moved  to  an  entirely  different  plateau,  and  of  course,  what 
that  means — now  we're  getting  calls  in  my  office  from  people  who 
can't  afford  to  go  through  with  their  commitments  on  building  new 
homes  because  they  can't  handle  the  monthly  payments.  The  jump 
in  the  monthly  payments,  as  a  consequence  of  this  jump  in  interest 
rates,  in  effect,  has  put  them  out  of  the  market. 

Now,  obviously,  these  are  the  things  we  want  to  examine  this 
morning.  I  wouldn't  be  true  to  form  if  I  didn't  close  with  just  a  cou- 
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pie  of  editorial  cartoons  that  have  appeared,  which  I  think  reflect 
the  concern  across  the  country,  and  the  perception  with  respect  to 
what  the  Federal  Reserve  is  doing. 

This  is  out  of  a  Florida  paper.  This  is  supposed  to  be  you. 

[Laughter.] 

I  can  tell  because  it  says  "Greenspan"  right  there.  And  you  are 
carrying  this  sign  that  says,  "The  economy  is  picking  up,  we  are 
doomed."  But  there's  a  lot  to  that.  What  is  happening  is,  any  time 
we  get  some  good  growth,  even  if  it's  not  reflected  with  a  perceived 
inflation  problem,  we're  told,  well,  we've  got  to  move  to  cut  the 
growth  down.  So  every  time  the  economy  comes  up  out  of  the  water 
to  catch  its  breath,  you  move  in  and  push  it  right  back  down  again, 
especially  in  the  context  in  which  fiscal  policy,  for  the  first  time — 
I  don't  think  enough  weight  is  being  given  to  the  fact  that  there's 
been  a  major  shift  in  fiscal  policy,  a  shift  that  was  urged  upon  us 
by  you  and  many  others  and  recognized  by  us  as  being  necessary 
and  desirable  in  order  to  change  the  trend  lines  on  the  Federal 
budget  deficit. 

And  the  other  one,  which  I'm  very  partial  to,  since  this  is  spring, 
this  says,  "Gardening  With  Greenspan."  At  the  first  sign  of  spring 
growth,  just  when  the  recovery  starts  to  sprout,  and  you  can  see 
it  coming  up  out  of  the  ground  there,  stomp  on  it. 

[Laughter.] 

It's  a  rather  intense  expression  on  your  face  there,  IVIr.  Chair- 
man. 

[Laughter.] 

This  eliminates  the  need  for  pruning.  And  we're  asking  the  Fed- 
eral Reserve  to  do  some  pruning,  is  what  we're  asking  for,  rather 
than  some  stomping  on  it. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Chairman  Greenspan,  I  think  the  comments 
you've  heard  this  morning  will  give  you  some  sense  of  the  feeling 
that  exists  throughout  the  Senate  ana  in  the  Congress,  and  reflects 
views  held  by  many  people  in  the  country. 

When  we  extended  this  invitation  to  you,  you  quite  readily  ac- 
cepted the  opportunity  to  come,  and  I  know  you  have  views  you 
want  to  express,  and  we're  very  eager  to  hear  them.  We'll  make 
your  full  statement  a  part  of  the  record,  and  we'd  like  you  to  take 
whatever  time  you'd  like  to  lay  out  your  presentation. 

STATEMENT  OF  ALAN  GREENSPAN,  CHAIRMAN,  BOARD  OF 
GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM,  WASHING- 
TON, DC 

Chairman  Greenspan.  Thank  you  very  much,  Mr.  Chairman.  I 
appreciate  this  opportunity.  And  while  I  obviously  won't  confront 
all  the  particular  issues  that  you  and  the  Members  have  intro- 
duced, I  will  try  to  get  to  most  of  them  in  my  prepared  remarks, 
but  hopefully  all  of  them  during  the  question  and  answer  period. 

The  Federal  Reserve's  moves  to  increase  short-term  interest 
rates  this  year  are  most  appropriately  understood  in  an  historical 
context. 

In  the  spring  of  1989,  we  began  to  ease  monetary  conditions  as 
we  observed  the  consequences  of  balance  sheet  strains  resulting 
from  increased  debt,  along  with  significant  weakness  in  the  collat- 
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eral  underlying  that  debt.  Households  and  businesses  became  much 
more  reluctant  to  borrow  and  spend,  and  lenders  to  extend  credit, 
a  phenomenon  often  referred  to  as  the  credit  crunch.  In  an  endeav- 
or to  diffuse  these  financial  strains,  we  moved  short-term  rates 
lower  in  a  long  series  of  steps  through  the  summer  of  1992,  and 
we  held  them  at  unusually  low  levels  through  the  end  of  1993 — 
both  absolutely  and,  importantly,  relative  to  inflation.  These  ac- 
tions, together  with  those  to  reduce  budget  deficits,  facilitated  a 
significant  decline  in  long-term  rates  as  well. 

Lower  interest  rates  fostered  a  dramatic  improvement  in  the  fi- 
nancial condition  of  borrowers  and  lenders.  Households  rolled  out- 
standing mortgage  and  consumer  loans  into  much  lower  rate  debt. 
Business  firms  were  able  to  pay  down  high-cost  debt  by  issuing 
bonds  and  stocks  on  very  favorable  terms.  And  banks,  which  had 
cut  back  on  credit  availability  partly  because  of  their  balance  sheet 
problems,  were  able  to  strengthen  their  capital  positions  by  issuing 
a  substantial  volume  of  equity  shares  and  other  capital  instru- 
ments and  by  retaining  much  of  their  improved  fiow  of  earnings. 

Moreover,  the  lower  interest  rates,  together  with  expanding  eco- 
nomic activity,  recently  have  bolstered  the  commercial  real  estate 
market,  stemming  losses  on  the  collateral  underlying  some  of  the 
largest  problem  credits  of  banks  and  other  intermediaries,  and  in 
some  cases,  permitting  them  to  find  purchasers  for  these  assets. 

The  sharp  sustained  decline  in  debt  service  charges  and  the  re- 
structuring of  balance  sheets  alleviated  the  financial  distress,  ena- 
bling the  economy  to  begin  to  move  again  in  a  normal  expansionary 
pattern. 

When  I  last  testified  before  you  on  monetary  policy,  in  July  1993, 
the  likelihood  that  the  economy  would  soon  respond  more  vigor- 
ously to  these  financial  developments  already  was  evident  both  to 
the  Federal  Reserve  and  to  numerous  outside  analysts.  Indeed,  I 
mentioned  that,  with  short-term  real  rates  not  far  from  zero:  "Mar- 
ket participants  anticipate  that  short-term  real  interest  rates  will 
have  to  rise  as  the  headwinds  diminish  if  substantial  inflationary 
imbalances  are  to  be  avoided."  But  lingering  questions  into  the  sec- 
ond half  of  1993  about  whether  the  economy  had  fully  recuperated 
made  the  appropriate  timing  of  such  action  unclear. 

Since  the  latter  part  of  1993,  however,  the  expansionary  effects 
of  the  monetary  policy  of  the  past  few  years  have  become  increas- 
ingly apparent.  Although  quarter-to-quarter  developments  are  sub- 
ject to  considerable  statistical  noise,  in  an  underlying  sense  real 
gross  domestic  product  clearly  has  accelerated.  Strength  has  been 
particularly  evident  in  interest-sensitive  sectors.  Business  invest- 
ment has  been  quite  robust  and  order  books  for  producers  of  dura- 
ble equipment  have  expanded  appreciably.  Housing  starts  rose  in 
the  last  3  months  of  1993  to  their  highest  level  in  over  4  years;  al- 
though they  have  dropped  back  some  more  recently,  they  remain 
18  percent  above  a  year  ago.  Demand  for  motor  vehicles  has  been 
strong,  lifting  production  of  many  types  of  automobiles  and  light 
trucks  to  capacity.  Moreover,  as  economic  conditions  have  improved 
in  other  industrial  countries,  the  growth  of  our  merchandise  ex- 
ports has  picked  up  markedly.  Overall,  industrial  capacity  utiliza- 
tion has  increased  to  83.5  percent,  its  highest  level  since  the  late 
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1980's.  In  excess  of  2  million  jobs  have  been  created  over  the  past 
12  months,  and  the  unemployment  rate  has  fallen  substantially. 

In  this  more  robust  financial  and  economic  climate,  expansion  of 
money  and  credit  has  picked  up.  Business  loans,  which  had  con- 
tracted over  the  1990  to  1993  period,  grew  at  a  9.5  percent  annual 
rate  in  the  first  4  months  of  1994.  Bank  lending  to  consumers  also 
has  been  quite  brisk.  The  pickup  in  loan  growth  seems  to  reflect 
both  stepped-up  short-term  credit  demands,  as  well  as  a  greater 
willingness  on  the  part  of  banks  to  extend  credit.  Our  surveys,  as 
well  as  anecdotal  reports,  indicate  that  banks  have  been  easing 
standards  and  terms  on  business  loans  for  more  than  a  year,  and 
they  have  become  more  aggressive  in  seeking  to  extend  consumer 
and  residential  mortgage  loans.  The  total  debt  of  private  borrowers 
and  State  and  local  governments,  which  had  risen  at  only  a  2.5 
percent  annual  rate  over  the  first  half  of  1993,  accelerated  to  more 
than  a  4.5  percent  rate  over  the  second  half,  and  has  maintained 
a  stronger  pace  during  recent  months.  Although  ongoing  portfolio 
adjustments  have  kept  growth  in  M2  relatively  sluggish,  it  has 
been  increasing  a  little  more  quickly  this  year  than  last. 

Given  the  stronger  economic  and  financial  conditions,  it  became 
evident  by  early  1994  that  the  mission  of  monetary  policy  of  the 
last  few  years  had  been  accomplished.  The  so-called  headwinds 
were  substantially  reduced,  and  the  expansion  appeared  solid  and 
self-sustaining. 

Having  met  our  objective,  we  confronted  the  question  of  whether 
there  was  any  reasonable  purpose  in  maintaining  the  simulative 
level  of  interest  rates  held  throughout  1993.  The  answer  to  that 
question  was  no.  Maintenance  of  that  degree  of  accommodation, 
history  shows,  would  have  posed  a  risk  of  mounting  inflationary 
pressures  that  were  perceived  as  wholly  unacceptable.  Given  the 
resumption  of  more  normal  patterns  of  economic  activity  and  credit 
flows,  a  shift  in  policy  stance  was  clearly  indicated. 

The  question  that  remained  was  how  to  implement  this  shift. 
The  economy  looked  quite  robust,  but  we  were  concerned  about  the 
effects  on  financial  markets  of  a  rapid  move  away  from  accommo- 
dation. Short-term  rates  had  remained  unusually  low  for  a  long- 
time and  long-term  rates  persisted  well  above  short-term  rates. 
The  resulting  attractiveness  of  holding  stocks  and  bonds  was  fur- 
ther enhanced  by  a  nearly  unbroken  stream  of  capital  gains  as 
long-term  rates  fell,  which  imparted  the  false  impression  that  not 
only  were  returns  on  long-term  investments  quite  high,  but  consist- 
ently so.  The  recovery  or  the  stock  market  after  the  October  1987 
crash,  along  with  the  successful  fending  off  of  any  significant  ad- 
verse consequences  from  that  event,  may  also  have  contributed  to 
investor  complacency.  Moreover,  in  these  extraordinary  circum- 
stances of  persistent  low  short-term  interest  rates,  moderate 
growth  in  the  economy,  and  gradually  diminishing  market  concerns 
about  future  inflation,  fluctuations  in  bond  and  stock  prices  around 
broad  trends  remained  quite  narrow  by  historic  standards. 

Thus,  lured  by  consistently  high  returns  in  capital  markets,  peo- 
ple exhibited  increasing  willingness  to  take  on  market  risk  by  ex- 
tending the  maturity  of  their  investments. 

In  retrospect,  it  is  evident  that  all  sorts  of  investors  made  this 
change  in  strategy — from  the  very  sophisticated  to  the  much  less 
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experienced.  One  especially  notable  feature  of  the  shifl  was  the 
large  and  accelerating  pace  of  flows  into  stock  and  bond  mutual 
funds  in  recent  years.  In  1993  alone,  $281  billion  moved  into  these 
funds,  representing  the  lion's  share  of  net  investment  in  the  U.S. 
bond  and  stock  markets.  A  significant  portion  of  the  investments 
in  longer-term  mutual  funds  undoubtedly  was  diverted  from  depos- 
its, money  market  funds,  and  other  short-term,  lower-yielding,  but 
less  speculative  instruments.  And  some  of  those  buying  the  funds 
perhaps  did  not  fully  appreciate  the  exposure  of  their  new  invest- 
ments to  the  usual  fluctuations  in  bond  and  stock  prices.  To  the  de- 
gree maturity  extension  was  built  on  a  false  sense  of  security  and 
certainty,  it  posed  a  risk  to  financial  markets  once  that  sense 
began  to  dissipate. 

Federal  Reserve  moves  initiated  in  February  along  with  a  num- 
ber of  other  developments  in  the  United  States  and  other  major  in- 
dustrial economies  in  the  same  period  were  instrumental  in  radi- 
cally altering  perceptions  of  where  interest  rates  were  going  and  of 
the  risk  of  nolding  long-term  assets.  In  early  February,  we  had 
thought  long-term  rates  would  move  a  little  higher  temporarily  as 
we  tightened,  but  that  anticipation  was  in  the  context  of  expecta- 
tions of  a  more  moderate  pace  of  economic  activity  both  here  and 
abroad  than  emerged  shortly  thereafter. 

The  sharp  jump  in  rates  that  occurred  appeared  primarily  to  re- 
flect the  dramatic  rise  in  market  expectations  of  economic  growth 
and  associated  concerns  about  possible  future  inflation  pressures. 
The  behavior  of  interest  rate  spreads  between  Treasury  and  private 
debt,  or  credit-risk  premiums,  in  securities  markets  offers  confirm- 
ing evidence;  the  fact  that  such  spreads  failed  to  widen,  even  as 
long-term  interest  rates  rose  dramatically,  suggests  that  the  rise  in 
long-term  rates  was  seen  by  market  participants  as  a  consequence 
of  a  strong  economy,  not  a  precursor  of  a  pending  weak  one.  Given 
the  change  in  economic  conditions  and  the  market's  perception  of 
them,  longer-term  rates  eventually  would  have  increased  signifi- 
cantly, even  had  the  Federal  Reserve  done  nothing  this  year. 

The  rise  in  long-term  rates  has  reflected  increased  uncertainty  as 
well  as  expectations  of  a  stronger  economy.  While  generally  ex- 
pected, the  move  from  accommodation,  interacting  with  the  news 
on  the  domestic  and  global  economy,  triggered  a  re-examination  by 
investors  of  their  overly  sanguine  assumptions  about  price  risk  in 
longer-term  financial  assets.  As  volatility  and  uncertainty  in- 
creased, people  began  to  reverse  their  previous  maturity  exten- 
sions. They  fled  toward  more  price-certain  investments  at  the  short 
end  of  the  yield  curve.  For  example,  some  flows  into  bond  mutual 
funds  were  reversed;  investors,  fearing  further  rate  increases  and 
awakening  to  the  nature  of  the  risk  they  had  taken  on,  shifted 
funds  back  into  shorter-term  money  market  mutual  fund  and  de- 
posits. The  sales  of  securities  by  bond  mutual  funds  likely  contrib- 
uted to  pressures  on  yields,  especially  in  markets  in  which  they 
had  been  important  buyers. 

Such  reduced  confidence  about  predictions  of  future  interest  rate 
movements  evidently  is  a  key  element  in  explaining  one  of  the 
more  unusual  characteristics  of  financial  market  developments  in 
this  recent  period — the  apparent  degree  of  coupling  of  bond  rates 
in  many  industrial  countries  facing  aifferent  cyclical  situations.  To 


14 

be  sure,  part  of  the  rise  in  long-term  rates  in  other  countries  is  ac- 
counted for  by  a  brighter  economic  prospect,  especially  in  continen- 
tal Europe  and,  to  some  extent,  in  Japan,  so  that  market  partici- 
pants now  expect  less  monetary  policy  ease  in  those  regions. 

But  added  to  this  were  the  effects  of  additional  uncertainty.  In 
globalized  financial  markets,  with  investors  having  increasingly  di- 
versified portfolios  across  currencies,  uncertainty,  wherever  it  origi- 
nates, can  have  similar  effects  on  markets  for  securities  denomi- 
nated in  a  variety  of  currencies.  When  investors  were  confronted 
with  a  market  environment  they  did  not  anticipate,  they  quickly 
disengaged  not  only  from  dollar  assets  but  from  all  investments 
that  rested  on  a  confident  view  of  the  future.  The  loss  of  confidence 
in  one's  ability  to  perceive  the  future  does  not  discriminate  between 
investments  in  dollar — or  mark — denominated  securities,  for  exam- 
ple. The  process  of  disengaging  largely  resulted  in  sales  of  stocks 
and  bonds  with  the  proceeds  placed  in  short-term  debt  instruments 
whose  prices  tend  to  be  more  stable.  As  a  consequence  long-term 
rates  rose  appreciably  in  most  industrial  countries.  That  the  effects 
of  decreased  confidence  partially  overrode  the  differences  in  eco- 
nomic conditions  between  the  United  States  and  our  major  trading 
partners  is  evidence  of  the  degree  of  uncertainty  in  financial  mar- 
kets. 

Because  we  at  the  Fed  were  concerned  about  sharp  reactions  in 
markets  that  had  grown  accustomed  to  an  unsustainable  combina- 
tion of  high  returns  and  low  volatility,  we  chose  a  cautious  ap- 
proach to  our  policy  actions,  moving  by  small  amounts  at  first. 
Members  of  the  Federal  Open  Market  Committee  agreed  that  ex- 
cess monetary  accommodation  had  to  be  eliminated  expeditiously, 
and  a  rapid  shift  would  not  in  itself  have  been  effective  to  desta- 
bilize the  economy.  We  recognized,  however,  that  our  shift  could 
impart  uncertainty  to  markets  and  many  of  us  were  concerned  that 
a  large,  immediate  move  in  rates  would  create  too  high  a  dose  of 
uncertainty  which  could  destabilize  the  financial  system,  indirectly 
affecting  the  real  economy.  In  light  of  the  substantial  variations  in 
prices  of  financial  assets  over  the  last  few  months  as  we  adiusted 
our  posture,  our  worries  do  seem  to  have  been  justified.  Delaying 
our  actions  would  not  have  been  constructive;  unrealistic  expecta- 
tions would  only  have  become  more  firmly  embedded  and  the  inevi- 
table adjustment  in  the  financial  markets  could  have  been  far  more 
difficult  to  contain.  Through  this  period,  many  of  those  who  had 
purchased  long-term  securities  with  unduly  optimistic  expectations 
about  the  level  and  fluctuations  in  yields  have  made  the  needed  ad- 
justments. Thus,  we  at  the  FOMC  judged  at  our  May  17th  meeting 
that  we  could  initiate  a  larger  adjustment  without  an  undue  ad- 
verse market  reaction. 

Indeed,  markets  reacted  quite  positively  on  balance,  perhaps  be- 
cause they  saw  timely  action  as  reducing  the  degree  and  frequency 
of  tightening  that  might  be  needed  in  the  future. 

We  initiated  the  removal  of  excess  monetary  accommodation 
without  widespread  indications  that  inflation  has  picked  up.  To  be 
sure,  manufacturers  have  reported  paying  higher  prices  to  suppli- 
ers and  prices  of  basic  industrial  commodities  have  risen  a  good 
deal  in  recent  months.  Moreover,  the  behavior  of  the  dollar  on  for- 
eign exchange  markets  over  the  past  several  months  has  been  a 
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source  of  some  concern,  but  wage  growth  has  remained  moderate, 
and  unit  labor  costs  well  contained  by  marked  improvements  in 
productivity.  To  date,  underlying  cost  increases  have  been  absorbed 
with  little  evidence  that  they  have  yet  passed  through  into  prices 
for  final  products. 

If  we  are  successful  in  our  current  endeavors,  there  will  not  be 
an  increase  in  overall  inflation  and  trends  toward  price  stability 
will  be  extended.  And  to  be  successful,  we  must  implement  the  nec- 
essary monetary  policy  adjustments  in  advance  of  the  potential 
emergence  of  inflationary  pressures,  so  as  to  forestall  their  actual 
occurrence.  Shifts  in  the  stance  of  monetary  policy  influence  the 
economy  and  inflation  with  a  considerable  lag,  as  long  as  a  year 
or  more.  The  challenge  of  monetary  policy  is  to  interpret  current 
data  on  the  economy  and  financial  markets  with  an  eye  to  antici- 
pating future  inflationary  or  contractionary  forces  and  to  counter- 
ing them  by  taking  action  in  advance. 

The  alternative — maintaining  an  accommodative  monetary  policy 
until  inflation  actually  begins  to  pick  up — would  be  detrimental  to 
the  best  interests  of  our  Nation's  economy.  History  unequivocally 
demonstrates  that  monetary  accommodation,  when  the  economy  is 
strong,  risks  a  significant  acceleration  of  inflation.  Because  of  the 
lags  in  the  effects  of  monetary  policy,  inflation  once  initiated  would 
likely  continue  to  rise  for  a  time,  even  after  monetary  policy  began 
to  tighten.  Inflationary  expectations  would  begin  to  increase,  influ- 
encing patterns  of  wage  bargaining  and  interest  rates.  As  a  result, 
monetary  policy  would  need  eventually  to  tighten  more  sharply 
than  if  a  more  timely  and  measured  approach  is  taken,  possibly 
even  placing  the  continuation  of  the  economic  expansion  at  risk. 

Such  go-stop  policies — implying  appreciable  fluctuations  in  infla- 
tion rates  and  amplified  business  cycle  swings — surely  impede 
long-range  economic  planning,  saving,  and  investment,  and  dimin- 
ish our  economy's  prospects  for  long-term  growth  and  our  ability  to 
employ  our  growing  labor  force. 

We  have  attempted  to  avoid  such  an  outcome  by  taking  actions 
this  year  that  have  substantially  removed  the  degree  of  accommo- 
dation that  had  been  in  place  last  year.  Our  judgment  was  that 
with  the  financial  condition  of  both  borrowers  and  lenders  greatly 
improved,  such  action  would  not  impede  satisfactory  economic 
growth,  but  rather  would  help  such  growth  to  be  sustained.  Clear- 
ly, uncertainties  regarding  the  economic  outlook  remain,  and  the 
Federal  Reserve  will  need  to  monitor  economic  and  financial  devel- 
opments to  judge  the  appropriate  stance  of  monetary  policy.  Our 
intention  is  to  promote  financial  conditions  under  which  our  econ- 
omy can  grow  at  its  greatest  potential,  consistent  with  steady,  non- 
inflationary  expansion  of  employment  and  incomes. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Chairman  Greenspan,  let  me  just  say  there  will 
be  some  differences  of  opinion,  understandably,  on  some  of  the 
points  raised,  but  I  want  to  indicate  to  you  that  I  appreciate  the 
care  with  which  you've  constructed  this  statement  and  presented  it 
here  this  morning.  I  think  this  is  the  clearest  laying  out  of  the 
thinking  of  the  Fed,  and  presumably  your  thinking,  that  we've  seen 
thus  far,  and  it's  very  helpful  for  us  to  have  that  to  put  it  in  the 
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context  of  what  your  logic  flow  is,  why  you're  taking  the  actions 
you  are.  Let  me  go  into  some  parts  of  it. 

I'm  struck,  and  I  think  it  is  new  information,  by  the  emphasis 
that  you  give  here  in  your  statement,  and  it  is  said  directly  but 
with  some  subtlety,  about  your  concern  about  what  was  happening 
in  financial  markets  and  about  investor  complacency,  and  the 
manifestations  of  that.  The  impression  that  one  gets  from  reading 
it,  and  then  hearing  you  deliver  it,  was  that  there  may  have  been 
some  speculative  build-up  in  the  markets  based  on  unrealistic  ex- 
pectations, and  that  that  was  a  matter  of  concern  to  you.  And  that 
part  of  the  reason  that  the  adjustments  in  monetary  policy  were  set 
in  motion  was  to  deal  with  maybe  too  much  speculative  build-up 
in  the  financial  markets.  Is  that  a  fair  conclusion  to  reach? 

Chairman  Greenspan.  I  would  say  we  were  clearly  concerned 
about  that  possibility.  It  was  not,  in  our  judgment,  a  build-up  of 
destabilizing  proportions  but  it  did  have  some  of  the  characteristics 
of  the  early  stages  of  the  process  which  we  thought  would  be  ad- 
verse eventually  to  our  system. 

The  Chairman.  Now,  haven't  we  seen — there's  been  a  sell  off  in 
the  markets,  there's  been  a  lot  of  transactional  activity.  The  stock 
averages  are  down.  Long-term  interest  rates  are  up,  I  gather,  more 
than  you  thought  they  might  be,  and  I'll  come  back  to  that. 

There  was  the  unwinding  of  a  lot  of  positions.  It  looks  like,  from 
what  one  can  read,  that  there  was  a  lot  of  leverage  out  there.  A 
lot  of  people,  when  they  had  to  suddenly  de-leverage,  appear  to 
have  lost  a  lot  of  money.  Isn't  that  part  of  what's  happened  since 
you've  started  these  moves? 

Chairman  Greenspan.  I  wouldn't  argue  that  it  is  leverage  so 
much  as  extension  of  maturities  to  more  price-sensitive  type  instru- 
ments which  probably  have  the  same  impact  as  leverage  but  it's 
the  issue  more  of  the  maturity  extension  than  whether  those  in- 
struments have  been  borrowed  against  or  in  any  way  leveraged 
through  other  means. 

The  Chairman.  Did  that  have  the  effect  of  creating  unusual  vola- 
tility in  the  long-term  bond  market? 

There  have  been  a  number  of  stories  written,  one  major  lead 
story  in  the  Wall  Street  Journal,  among  others,  that  as  the  changes 
and  expectations  occur,  and  people  had  to  work  their  way  out  of  po- 
sitions that  led  to  an  unusual  volume  of  activity  in  the  long-bond 
market,  and  that  may  have,  in  fact,  been  reflected  in  what  we've 
seen  in  long-term  interest  rates. 

Chairman  Greenspan.  That's  our  understanding,  Mr.  Chairman. 
We  also  have  the  capability  of  making  judgments  of  what  the  im- 
plied volatility  or  uncertainties  relevant  to  the  long-term  bond  mar- 
kets were  in  the  options  markets. 

In  other  words,  we  can  infer  the  degree  of  uncertainty  about  the 
level  of  fluctuation  in  the  bond  markets  by  observing  how  options 
on  bond  futures  and  bond  functions,  and  that  shows  a  very  signifi- 
cant increase  in  the  degree  of  implied  volatility  in  recent  months, 
suggesting  that  there  is  a  very  marked  change  from  an  earlier  pe- 
riod when  the  presumption  was  that  very  little  in  the  way  of  fluc- 
tuation was  likely  to  occur. 

The  Chairman.  You  talk  of  this  concern  about  people  in  the  mar- 
kets having  an  unrealistic  expectation  about  the  way  things  have 
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been  going,  that  they  might  just  continue  that  way.  Now,  you've 
made  the  poHcy  changes,  there  have  been  some  adjustments, 
there's  been  market  volatility.  There  have  been  some  major  price 
level  adjustments,  both  for  stocks,  equities,  and  bonds.  Do  you 
think  that  adjustment  process  has  now  pretty  much  run  its  course, 
or  do  we  still  have,  in  a  sense,  unrealistic  expectations  built  into 
price  levels  out  there;  and  therefore,  whether  you  call  it  specula- 
tion, or  you  give  it  another  name,  that  there  is  still  a  problem  out 
there  in  those  markets  of  expectations  readjustment  that's  going  to 
have  to  take  place  to  make  you  feel  comfortable? 

Chairman  Greenspan.  Mr.  Chairman,  as  I  said  in  my  prepared 
remarks,  it  was  our  judgment  that  a  significant  part  of  the  adjust- 
ment had  taken  place  prior  to  our  May  17th  meeting.  Indeed,  that 
was  the  reason  why  we  felt  comfortable  that  we  would  not  unduly 
disrupt  the  market  by  an  increase  of  50  basis  points  in  the  funds 
rate  and  a  comparable  50  basis  points  in  the  discount  rate. 

I  don't  think  that  we  have  the  insight  nor,  in  my  judgment,  does 
anyone  have  the  capability  of  definitively  answering  the  question 
you  just  asked.  Obviously  it's  a  very  important  one,  but  I  don't 
think  it  is  readily  answerable,  and  we  will  observe  the  markets  and 
hopefully  we'll  begin  to  understand  how  this  process  has  evolved. 

"The  Chairman.  Would  it  be  fair  for  me  to  conclude,  though,  in 
that  area,  that  this  is  now  not  an  area  of  great  concern  for  you? 
That  you  feel  we've  worked  that  through  at  this  point? 

Chairman  Greenspan.  I  would  certainly  say  that  it  is  clearly  a 
lesser  concern  than  it  had  been  at  an  earlier  time. 

The  Chairman.  I'm  not  sure  how  much  that  helps  us  because  I 
think  we're  trying  to  figure  out  whether  we've  dealt  with  that,  or 
whether  we're  going  to  have  to  continue  to  deal  with  it,  and  we've 
got  another  bumpy  ride  ahead  in  terms  of  further  adjustments. 

Chairman  GREENSPAN.  Well,  I  don't  want  to  get  into  a  judgment 
or  forecast  of  how  the  international  financial  markets — and,  in- 
deed, we  are  dealing  with  international  financial  markets — are 
going  to  behave  in  the  period  ahead.  It's  tough  enough  to  evaluate 
what  happened  behind  us.  Trying  to  look  the  other  direction  is  ex- 
tremely difficult. 

Obviously,  we  all  have  hypotheses.  We're  making  continuous 
judgments  about  how  we  think  the  process  is  evolving.  But  I  don't 
think  I  could  add  very  much  insight  by  merely  speculating  on 
things  on  which  the  evidence  is  very  difficult  to  infer. 

The  Chairman.  Based  on  what  you  have  said  here,  it  provides 
a  basis  for  a  point  I  made  at  the  outset,  and  I  think  maybe  we've 
reached  a  point  where  we  ought  to  pause  before  we  adjust  policy 
again  to  see  how  things  settle  out.  In  other  words,  you  say  you 
moved  in  small  steps  initially  because  you  didn't  want  to  create  too 
much  reaction.  As  things  began  to  adjust  themselves  and  work 
themselves  to  levels  that  were  more  realistic,  and  you  felt  more 
comfortable  with,  you  finally  reached  the  point  where,  in  late  May, 
you  felt  you  could  take  a  bigger  step  and  not  get  an  exaggerated 
reaction. 

I  draw  from  that  that  now,  in  that  area,  you've  gotten  most  of 
what  you  want  to  do  done.  Maybe  this  would  be  the  time  to  take 
a  pause.  And  let  me  tell  you  why. 
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I'd  now  like  to  go  over  to  the  consumer  side  of  this  and  I  hope 
somebody  is  with  you  that  can  give  us  some  rough  data.  You  may 
have  it  yourself,  in  your  own  mind,  but  I  am  concerned  as  to  what 
the  upward  adjustment  in  short  rates  is  starting  to  do  with  respect 
to  consumer  behavior  because  we  do  have  a  lot  of  outstanding  ad- 
justable rate  loans  and  home  equity  loans.  You  have  had  a  short 
upward  adjustment  in  interest  rates,  you  are  obviously  cutting  into 
the  disposable  income  of  people  because  you  have  priced  up  rates 
and  that,  at  least,  there's  an  interest  rate  inflation  that  people  are 
now  dealing  with  who  are  in  that  situation. 

We're  looking  at  consumer  data.  In  the  Weekly  Economic  and  Fi- 
nancial Commentary  Report  put  out  by  Merrill  Lynch,  they're  talk- 
ing about  how  consumer  spending  is  decelerating  while  inflation  re- 
mains in  check.  It  says: 

Looking  more  closely  at  the  data,  the  weakness  was  broad-based  as  sales  rose  in 
only  two  categories,  housing  and  related  fijmiture  and  building  materials  sales  fell 
in  April,  reflecting  higher  interest  rates. 

And  it  goes  down,  I  dropped  down  here.  It  says: 

Department  store  sales  seem  to  be  slowing  to  a  crawl. 

As  you  watch  consumer  behavior  start  to  adjust  here,  due  in  part 
to  the  Fed's  moves,  expectations,  and  the  real  adjustment  in  their 
own  economic  circumstances,  how  much  slow  down  are  we  starting 
to  see? 

In  part,  that  was  your  goal,  to  take  some  of  the  steam  out  of  the 
economy.  How  much  slowing  down  have  we  seen  that  you  are  able 
to  measure?  I  realize  that  there's  a  lag  in  these  statistics,  but  what 
is  the  impact  that  you  can  measure  that  is  starting  to  accrue  in 
terms  of  economic  slow  down? 

Chairman  Greenspan.  If  you're  asking  essentially  how  much  of 
a  rise  in  short-term  rates  impacted  on  the  issue  of  interest  costs 
of  households  and  interest  received,  we  can  make  rough  judgments. 
I  mean,  we  know,  for  example 

The  Chairman.  Also  general  behavior.  We  know  that  people  are 
very  sensitive  to  these  signals,  and  their  behavior  changes.  It  looks 
like  we're  getting  some  behavior  changes,  aren't  we? 

Chairman  Greenspan.  It's  too  soon  to  tell.  We're  not  seeing  any 
major  changes.  But  I  would  presume  that  they  will  occur  because, 
indeed,  if  they  didn't,  then  obviously  the  economic  activity,  or  rath- 
er the  monetary  policy  that  we're  involved  in  is  disconnected  from 
the  economy. 

There  is  a  tricky  problem  that  is  occurring  here,  and  that  is  that 
at  the  same  time  that  we  are  raising  rates  at  the  short  end  of  the 
market,  commercial  banks  are  easing  terms.  At  the  moment,  what 
we're  seeing  is  that  loan  demand  at  the  banks,  for  example,  has  ac- 
celerated quite  significantly,  and  as  we've  seen  from  some  of  our 
data  on  installment  credit,  it's  still  running  at  a  fairly  robust  pace. 

It's  hard  to  differentiate  the  impact  of  the  suppression  effects 
from  rising  interest  rates,  and  the  easing  effects  that  occur  as  a 
consequence  of  a  very  significant  dissolving,  finally,  of  the  credit 
crunch. 

But  I  do  take  your  point,  and  you're  quite  right  that  these  types 
of  actions  begin  to  have  some  impact.  The  actual  amount  of  income 
loss  that  is  occurring  is  relatively  small — that  is,  if  you  take  a  little 
over  a  percentage  point  increase  in  the  short  end  of  the  market, 
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and  you  apply  it  to,  say,  the  variable  rate  mortgages  and  equity 
loans,  it's  $6,  $7,  $8  billion — it  is  not  a  large  number. 

There's  a  larger  number,  obviously,  which  occurs  with  respect  to 
long-term  mortgages.  That  has  an  effect,  in  part,  because,  as  I've 
mentioned  here  on  previous  occasions,  one  of  the  elements  of  fi- 
nancing in  consumer  markets  occurs  as  a  consequence  of  the  turn- 
over of  existing  homes.  When  homes  turn  over,  the  buyer  of  the 
home  tends  to  take  out  a  larger  mortgage  than  the  seller  expunges, 
and  there  is  a  net  increase  in  mortgage  debt  on  existing  homes,  a 
significant  part  of  which  reflects  just  plain  cash  going  into  the 
hands  of  the  seller.  As  far  as  the  seller  is  concerned,  it's  unen- 
cumbered money,  and  it  does  affect  consumer  durable  purchases  as 
best  as  we  can  judge. 

Now,  clearly,  to  the  extent  that  long-term  interest  rates  in  the 
mortgage  market  impact  on  existing  home  sales,  that  will  clearly 
have  an  impact  on  the  flow  of  cash  to  consumers.  And  indeed,  that 
process,  I  would  suspect,  will  show  up.  It's  not  clear  at  this  stage. 
As  you  know,  existing  home  sales  are  still  at  a  fairly  high  level.  In 
fact,  the  last  figure  I  saw,  as  I  recall,  was  at  a  $4.15  million  sea- 
sonally adjusted  annual  rate  which  is  pretty  hefty,  even  though  it's 
off  from  the  peaks  late  last  year.  But  I  would  suspect  that  we  will 
see  some  simmering  down  in  this  area.  Indeed,  that's  implicit  in 
our  view  of  the  way  the  economy  is  running.  However,  I  must  say 
to  you,  overall,  that  this  looks  like  a  well-balanced  economy.  As  I 
said  at  the  Joint  Economic  Committee  back  in  January,  I  thought 
that  this  was  as  good  an  economy  as  I've  seen  evolving  in  a  bal- 
anced form  in  a  very  long  period  of  time. 

Senator  Sasser.  You  said  two  or  three  decades.  Dr.  Greenspan. 
That's  what  you  said. 

Chairman  Greenspan.  I  did  indeed. 

Senator  Sasser.  I  wrote  it  down,  and  I  quoted  you  all  over  the 
country  as  having  said  that. 

Chairman  GREENSPAN.  I  will  repeat  it  here,  Senator.  Economic 
forecasting,  needless  to  say,  is  a  treacherous  art,  and  when  one 
looks  into  the  future,  it's  just  a  degree  of  how  much  cloudiness  you 
see,  but  it's  never  all  that  clear.  But  taking  that  in  this  context, 
there  are  very  interesting  issues  here.  One,  the  inventory  levels  are 
low.  Thev  are  not  unbalanced,  which  is  usually  a  sign  that  we  don't 
have  to  be  overly  concerned  about  rising  interest  rates  inducing  a 
significant  liquidation  of  inventories  which  historically  has  been  a 
major  factor  in  cyclical  declines. 

There's  another  issue  that  we  are  beginning  to  become  more 
aware  of  than  we  had  been.  That  is  the  significance  of  low  inflation 
on  long-term  economic  growth.  We've  done  a  lot  of  work  dem- 
onstrating that  there  is  a  quite  robust  relationship  between  the 
rate  of  inflation  on  the  one  hand  and  the  rate  of  growth  of  produc- 
tivity on  the  other.  The  lower  the  inflation,  the  higher  the  produc- 
tivity growth  rate.  There  is  a  dispute  within  the  academic  profes- 
sion as  to  which  causes  which.  We  are  increasingly  persuaded  that 
it  is  the  low  rate  of  inflation  which  is  inducing  a  higher  rate  of 
growth  in  productivity. 

And  when  one  looks  at  the  tradeoffs,  with  respect  to  how  one  im- 
plements monetary  policy,  you  cannot  be  but  persuaded  of  the  ex- 
traordinary gains  that  seem  now  to  be  occurring  in  the  underlying 
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growth  rate  of  this  economy,  which  I  suspect — but  I  grant  cannot 
conclusively  demonstrate — is  the  result  of  low  inflation.  But  to  the 
extent  that  that  evidence  continues  to  emerge,  I'm  convinced  that 
we  have  to,  as  Vice  Chairman  Designate  Blinder  indicated,  not  dis- 
sipate the  gains  that  we  have  made  because  I  suspect  they  are 
quite  formidable. 

The  Chairman.  I'm  going  to  yield  to  Senator  Sasser.  That  last  re- 
sponse was  an  important  one.  It  took  a  long  time  so  it  took  me  past 
my  time  period.  I'd  like  to  hear  what  your  forecast  now  is  for 
growth  for  the  second  quarter.  What  are  you  anticipating? 

Chairman  Greenspan.  We  are  going  to  have  to  take  a  look  at  the 
details  now  that  we  have  the  revised  data  on  the  first  quarter.  All 
I  can  say  to  you  is  that  there's  clearly  no  evidence  of  diminishing 
growth  in  the  numbers.  We  are,  as  Senator  Sasser  pointed  out, 
looking  at  somewhat  softer  retail  sales  in  April.  But  even  at  those 
levels,  they  were  higher  than  the  first  quarter  as  I  recall. 

I  would  be  disinclined  to  be  very  concrete  about  estimates  of  spe- 
cific numbers  because  it's  far  more  important  for  us  to  get  a  sense 
of  what  the  process  is.  And  what  I  would  like  to  communicate  is, 
as  I've  said  back  in  January,  and  I  will  continue  to  say  now,  is  that 
the  process  looks  pretty  good. 

The  Chairman.  We'll  come  back  to  that. 

Senator  Sarbanes  will  go  next. 

Senator  Sarbanes.  Thank  you,  Mr.  Chairman. 

Chairman  Greenspan,  I  want  to  follow  up  on  a  point  that  Chair- 
man Riegle  was  making.  But  before  I  do  that,  I  just  want  to  de- 
velop one  other  line  of  questioning  to  you.  Do  you  recall  a  period 
when  fiscal  policy  was  as  restrained  as  what  we're  pursuing  now? 

Chairman  Greenspan.  Sure,  many  times.  I  am  impressed,  inci- 
dentally, with  the  caps  that  have  been  put  on  within  the  sense  that 
I  didn't  really  think  they  would  hold.  The  truth  of  the  matter  is, 
I  think  they  are,  and  that  is  clearly  a  very  important  change  in  the 
budgetary  process  that  is  going  on.  And  I  hope  that  it  will  remain. 

Senator  Sarbanes.  In  fact,  the  growth  in  the  first  quarter  of  this 
year  would  have  been  a  point  higher  but  for  the  cut  in  Federal 
spending.  Isn't  that  correct? 

Chairman  Greenspan.  I  suspect  that  could  very  well  be  the  case. 
I  have  not  done  the  actual  calculation,  but  that  would  not  surprise 
me.  But  the  point  here  is  that  we  still  have,  as  we  have  discussed 
in  the  last  year  or  so,  the  longer-term  problem  of  1998,  1999,  and 
the  turn  of  the  century  where,  as  you  may  recall,  we  discussed  the 
concerns  that  the  deficit  begins  to  open  up  as  defense  expenditures 
bottom  out  and  the  entitlement  programs,  specifically  in  health 
care,  begin  to  take  hold. 

Senator  Sarbanes.  That's  why  we're  working  so  hard  on  the 
health  care  problem  right  now. 

Chairman  Greenspan.  But  the  point  I  want  to  make  here  is  that 
we  cannot  let  our  guard  down  on  budget  issues.  A  goodly  part  of 
the  improvements  that  are  occurring  in  the  budget  are  occurring 
because  the  economy  is  doing  better.  And  rather  than  emphasize 
the  notion  that  the  budget  constraint  has  been  negative,  that  is,  a 
fiscal  drag,  I  would  argue,  as  I  argued  last  year,  that  the  reduction 
in  the  budget  deficit  has  been  a  positive,  not  a  negative  factor. 
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Senator  Sarbanks.  I  think  that's  a  valid  point  if  it's  combined 
with  a  monetary  policy  that  enables  us  to  provide  some  lift  to  the 
economy.  Now,  if  we  don't  have  that,  if  we  develop  a  fiscal  policy 
designed  to  reduce  the  budget  deficit  which,  in  effect,  is  constrain- 
ing upon  the  economy,  and  the  monetaiy  policy  also  becomes  con- 
straining upon  the  economy,  then  it  seems  to  me  we  have  a  real 
danger  of  throwing  the  economy. 

I'm  struck  by — well,  here's  an  article,  the  Fed's  latest  mistake, 
headed:  "Mini  Recession:  The  Federal  Reserve's  Decision."  This  was 
on  the  op  ed  page  of  the  New  York  Times  a  few  days  ago.  The  Fed- 
eral Reserve's  decision  on  Tuesday  to  raise  short-term  interest 
rates  by  half  a  percentage  point  was  a  mistake.  The  country's  eco- 
nomic expansion  isn't  strong  enough  to  tolerate  this  latest  mone- 
tary tightening.  We  may  already  be  headed  into  a  mini-recession. 

And  then  Bart  Rowan,  who's  a  very  able  columnist  says: 

The  Fed  was  wrong  to  raise  rates  and  probably  has  cut  recovery  short.  In  all  prob- 
ability the  F'ed  has  set  in  motion  a  series  of  events  that  will  cut  short  a  modest  eco- 
nomic recovery. 

And  he  goes  on,  of  course,  to  develop  that  point. 

Now,  the  line  of  questioning  I  wanted  to  follow  up  that  Chairman 
Riegle  opened  was  this  view  of  the  reasons  for  the  Fed's  action. 

There  was  an  interesting  story  that  appeared  by  Lou  Utchitelle, 
in  the  New  York  Times  about  10  days  ago,  which  I'm  sure  vou  saw. 
'Why  The  Fed  Acted:  Inflation  May  Not  Tell  The  Whole  Story. 
Other  Events  Conspired  to  Cause  Alarm."  I  want  to  quote  from  it 
a  little  bit  to  set  the  basis  for  the  question: 

On  the  face  of  it,  the  Federal  Reserve  raised  rates  on  Tuesday  mainly  to  take 
some  of  the  steam  out  of  a  growing  economy  so  that  it  would  not  become  inflation- 
ar>'.  But  that  explanation  onered  by  the  Fed  itself  hardly  tells  the  whole  story. 

Quite  apart  from  inflation,  which  is  still  quite  modest,  the  Fed  was  forced  to  deal 
with  a  concoction  of  events,  most  of  them  only  loosely  connected  to  the  real  economy 
that  had  pushed  up  interest  rates.  More  than  in  the  past,  rates  and  reality  became 
disconnected.  Even  Paul  Volker,  the  former  Fed  Chairman,  famous  as  an  inflation 
fighter  in  the  1980's,  acknowledged  as  much.  The  apparent  sensitivity  of  the  mar- 
kets to  inflationary  fear  seems  overdrawn,'  he  said,  in  a  recent  speech  that  he  cited 
again  during  an  interview.  'I  am  not  in  the  school  of  those  concerned  that  any  sig- 
nificant economic  growth  would  bring  stronger  price  pressures.' 

The  problem  is  that  the  higher  interest  rates  that  have  resulted  from  the  concoc- 
tion of  events,  financial  speculation  was  one,  trade  policy  and  the  weak  dollar  was 
another,  a  sell  off  Treasury  securities  by  the  NationsBank  was  a  third,  could  be 
damaging. 

By  restricting  borrowing,  the  higher  rates  have  the  potential  of  taking  more  steam 
out  of  the  economy  than  the  Fed  may  have  wished,  greatly  diluting  an  economic  ex- 
pansion that  was  so  promising  and  powerful  during  the  winter  and  now  has  lost 
some  of  its  bloom. 

And  then  the  rest  of  this  goes  on  to  discuss  primarily  the  finan- 
cial speculation  dimensions  of  the  factors  that  may  have  led  to  your 
action.  In  fact,  they  even  quote  one  person: 

I  am  an  economist,  and  as  an  economist,  I  don't  understand  why  interest  rates 
went  up  so  much. 

As  an  economist,  he  ticks  off  reasons  why  the  pressure  among 
lenders  for  higher  interest  rates  to  fend  off  inflation  lacks  justifica- 
tion in  the  real  economy  with  its  stagnant  wages  and  numerous 
companies  that  can't  make  price  increases  stick.  He  said,  "I  person- 
ally agree  that  the  markets  may  have  overstated  the  risk  of  an  up- 
surge in  inflation."  But  as  a  lender,  he  has  added  his  voice  to  the 
hue  and  cry  about  inflation. 

Then  it  goes  on. 
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That  brings  us  to  this  comment  by  the  Chairman  of  Commerce. 
While  we  understand  that  today's  moves  are  intended  to  calm  jit- 
tery financial  markets,  we  hope  that  Main  Street  is  not  being  sac- 
rificed for  Wall  Street.  And,  as  I  listened  to  your  statement,  a  good 
part  of  it,  beginning  at  about  pages  5  and  6,  and  then  running  on 
from  there,  in  fact  addressed  your  concern  about  the  sharp  reac- 
tions in  the  markets  and  so  forth  and  so  on. 

I  guess  the  question  is,  to  what  extent  are  the  traders  in  the 
markets  driving  the  monetary  policy  in  a  way  to  address  this  spec- 
ulation issue  at  a  cost  to  the  functioning  of  the  underlying  real 
economy? 

I  am  struck  it's  like  a  casino.  Every  time  a  new  figure  comes  out, 
we  get  all  this  movement.  I  mean  they're  waiting  for  the  next  fig- 
ure, whether  it's  going  to  be  the  unemployment  rate,  consumer  du- 
rables, the  CPI,  Producer  Price  Index,  you  get  these  figures  that 
ought  to  be  good  news,  and  it's  sort  of  bad  news. 

It's  this  cartoon  here,  the  economy  is  picking  up,  we  are  doomed, 
so  to  speak.  And  you  get  a  good  piece  of  economic  news  for  the 
workings  of  the  economy  for  the  ordinary  person,  for  working  peo- 
ple. You  know,  unemployment  is  down,  you're  getting  some  good 
growth,  the  inflation  figures  are  good.  Boom,  off  we  go  again. 

Now,  to  what  extent  is  this  speculation?  And  you  have  to  address 
it  because  it  creates  a  problem  for  you,  I  take  it,  in  the  financial 
markets?  But  as  this  article  suggests,  causes  for  Fed  policy  of  high- 
er interest  rates  other  than  inflation  concerns.  Of  course,  you  al- 
ways articulate  it  very  cryptically  on  an  inflation  basis,  although 
your  statement  today,  it  seems  to  me,  a  very  good  part  of  it  is  ad- 
dressed to  this  speculation  factor. 

Chairman  Greenspan.  Let  me  address  that  in  several  ways,  Sen- 
ator. In  my  judgment,  I  don't  think  the  concern  that  the  financial 
markets  exhibit  about  inflation  is  something  which  is  readily  dis- 
missed. They  are  appropriately  concerned  about  the  ravages  that 
inflation  can  impart  to  the  financial  and  economic  system. 

I  must  say  that  some  of  them  may  be  overestimating  it,  some 
may  be  underestimating  it,  but  I  think  that  what  we  are  looking 
at  is  a  worldwide  phenomenon  where  individuals  who  are  quite  so- 
phisticated in  knowing  how  economic  processes  look  are  evaluating 
various  different  policies  which  go  on  in  not  only  the  United  States 
but  also  in  a  variety  of  other  countries.  And  while  I  may  not  agree 
with  some,  I  can't  honestly  say  to  you  that  I  find  that  there's  an 
irrational  element  in  a  number  of  these  concerns. 

There  is  a  very  important  basis  for  it,  which,  indeed,  is  the  rea- 
son why  we  moved  in  advance,  because  in  our  judgment,  history 
tells  us  that  the  accommodative  levels  that  we  were  at  were  unduly 
risking  the  emergence  of  destabilizing  inflationary  pressures. 

What  a  number  of  people  in  the  markets  are  concerned  about  is 
a  resurgence  of  inflation  and,  indeed,  the  fact  that  long-term  nomi- 
nal interest  rates  are  still  well  above  where  they  were  several  dec- 
ades ago  is  an  indication  that  there  is  still  a  deep-seated  concern 
about  that.  And  the  people  who  have  those  concerns  are  not  traders 
or  people  who  are  speculating.  These  are  people  who  run  pension 
funds,  these  are  people  who  have  investment  accounts  which  are 
employed  for  purposes  of  any  number  of  things. 
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They  are,  indeed,  the  mutual  funds  which  hold  the  assets  of  a 
very  significant  part  of  our  households.  These  are  not  unsophisti- 
cated people  who  scare  easily,  who  see  ghosts  of  inflation  in  the 
closet.  These  are  people  who  have  lived  through  a  long  post-World 
War  II  period  in  which  inflationary  pressures  eventually  got  out  of 
hand  and  created  some  very  serious  damage  to  this  country.  And 
I  think  it's  a  mistake  to  dismiss  views  in  the  marketplace  that  are 
concerned  about  inflation  as  somehow  misguided. 

Senator  Sarbanes.  Of  course,  if  they  hold  the  growth  level  down 
low  enough,  they,  in  effect,  will  give  themselves  as  close  to  a  guar- 
antee as  you  can  get  against  inflation,  but  the  economy  will  pay  a 
very  high  price  for  that. 

Now,  in  a  sense,  from  their  point  of  view,  it's  rational  to  play  the 
game  that  way  but  it's  imposing  heavy  costs  on  the  economy.  I 
mean,  if  we  grow  at  a  very  low  rate,  with  unemployment  not  really 
coming  down,  the  economy  not  really  getting  up  to  its  potential,  the 
margin  on  the  inflation  front  is  enhanced,  which  is  what  they  want. 
But  the  costs  that  we're  paying  on  the  growth  front  and  the  jobs 
front,  the  costs  that  ordinary  people  are  paying  in  terms  of  trying 
to  advance  their  standard  of  living,  I  mean,  I  have  these  young  cou- 
ples coming  to  me.  They  can't  buy  a  house  now.  They  were  about 
to  buy  a  house;  now  they  can't  do  it.  The  rates  have  gone  up  1^2 
points,  maybe  2  points  and  they  are  priced  out  of  the  market. 
They're  just  knocked  out.  Their  opportunity  to  become  a  home- 
owner is  gone,  at  least  for  present  circumstances.  There  has  got  to 
be  some  balance  in  here.  The  Act  under  which  you  operate  requires 
you  to  look  at  maximum  employment  as  well  as  stable  prices. 

Chairman  GREENSPAN.  Absolutely,  Senator. 

Senator  Sarbanes.  And  to  put  the  two  together. 

Now,  obviously,  these  bondholders,  if  they  can  in  effect  put  the 
pressure  on  for  rates  that  give  them  a  soft  economy,  they  will  en- 
hance their  protection  against  inflation  but  the  economy  and  most 
of  the  public  will  pay  a  very  high  price  for  that. 

Chairman  GREENSPAN.  Senator,  I  don't  acknowledge  that  there  is 
a  difference  between  the  goals  of  Wall  Street  and  Main  Street.  Let 
me  tell  you  why. 

We're  looking  at  a  different  time  frame.  As  I  said  earlier,  I  would 
say  the  evidence  is  increasingly  that  low  inflation  means  higher 
economic  activity,  greater  growth  in  standards  of  living,  and  great- 
er real  wages,  not  lower. 

The  presumption  that  we  used  to  have  that  there  was  a  simple 
tradeoff  in  which  we  had  to  either  accept  a  high  unemployment 
rate,  considerable  slack  in  resources,  if  we  were  to  keep  inflation 
rates  down,  and  the  converse  has  clearly  been  significantly  altered 
by  the  history  of  the  last  15  or  20  years.  I  don't  believe  that  one 
looks  at  keeping  inflation  down  by  suppressing  levels  of  economic 
growth.  What  is  the  appropriate  process  is  to  try  to  galvanize  pro- 
ductivity, because  it's  through  productivity  that  we  have  the  only 
way  of  enhancing  living  standards  over  a  sustained  level. 

And  to  emphasize  what  you  said.  Senator,  we  are,  in  fact,  re- 
quired by  statute  to  maintain  a  policy  which,  as  I  would  define  it, 
is  to  obtain  the  maximum  sustainable,  non-inflationary  growth  that 
we  can  implement.  And  I  use  the  word  non-inflationary  because  I 
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consider  it  a  necessary  condition  to  maximum  sustainable  economic 
growth. 

So  I  don't  visualize  this  view  that  there  is  a  difference  between 
Main  Street  and  Wall  Street.  We're  all  endeavoring,  to  the  extent 
I  can  speak  for  my  colleagues  in  the  financial  system  around  the 
world,  to  find  ways  to  get  solid  economic  growth  which  is  sustain- 
able and  which  is  not  periodically  upended  by  inflationary  desta- 
bilizing bouts  which  create  problems  within  economies  and  which 
have  left  us  with  very  difficult  problems  of  structural  unemploy- 
ment, and  in  some  cases,  problems  with  respect  to  income  distribu- 
tion, which  I  think  the  Chainnan  raised,  with  which  I  agree. 

I  think  that  productivity  is  a  crucial  question  we  have  to  focus 
on  and  I  consider  that  the  importance  of  keeping  inflation  down  in 
order  to  implement  that  has  got  to  be  a  major  guiding  element  in 
policy,  both  from  an  economic  point  of  view  and  from  the  monetary 
point  of  view. 

Senator  Sarbanes  [Presiding].  My  time  is  up  and  I  have  to  yield 
to  Senator  Sasser. 

I  just  want  to  put  a  couple  of  items  in  the  record,  if  I  may.  One 
is  an  article  by  Lester  Thurow,  'The  Fed  Goes  Ghostbusting:  Rais- 
ing Interest  Rates  Is  Killing  the  Recovery."  The  second  is  an  article 
in  Business  Week — no,  U.S.  News  and  World  Report,  sorry,  of  May 
30,  1994,  entitled  "Friendly  Fire  From  The  Fed:  The  Central  Bank 
Aims  At  A  Barely  Visible  Inflation  Monster  But  The  Shots  Could 
Ruin  the  Economy." 

Here  you  are  up  here  in  command  of  this  tank  shooting  these 
shots  which  go  right  through  this  supposed  inflation  monster  and 
are  landing  over  here  on  the  economy. 

So  it's  a  preemptive  strike  but  not  against  inflation.  Let  me  just 
read  what  this  says,  if  I  could,  Mr.  Chairman. 

Federal  Reserve  Chairman  Alan  Greenspan  has  launched  yet  another  monetary 
missile.  Last  week,  for  the  fourth  time  in  3  months,  the  Central  Banker  hiked  short- 
term  interest  rates  in  an  effort  to  blast  inflation  off  his  radar  screen.  But  Green- 
span's data  detection  system  may  be  malfunctioning.  His  target,  growing  price  pres- 
sure, is  barely  a  blip  and  his  latest  salvo  could  eventually  end  up  ruining  American 
consumers  and  companies  with  the  economic  equivalent  of  friendly  fire. 

And  it  also  says: 

Piloting  the  economy  is  even  trickier  today  because  Washington's  fiscal  policy  is 
far  more  restrictive. 

Then  it  continues  about  our  efforts  to  reduce  the  Federal  budget 
deficit. 

Business  Week  had  an  article,  'Why  Are  We  So  Afraid  of 
Growth."  In  another  round,  I  want  to  touch  on  that  because  this 
asserts: 

Conventional  wisdom  holds  that  the  U.S.  economy  can't  sustain  rapid  growth 
without  infiation  but  that  may  be  wrong.  The  reason  a  wave  of  innovation  is  boost- 
ing productivity  while  global  competition  is  keeping  prices  down. 

Then  it  elaborates  on  that  theme  inside. 
Thank  you,  Mr.  Chairman. 
I  thank  my  colleague. 
The  Chairman.  Senator  Sasser. 

Senator  Sassp:r.  Thank  you  very  much,  Mr.  Chairman. 
Chairman  Greenspan,  you  indicated  a  moment  ago  that  bond- 
holders were  becoming  apprehensive  about  inflation  because  they 
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have  lived  through  a  long  post-war  period,  many  of  them,  in  which 
inflationary  pressures  were  out  of  control. 

If  you  look  historically  at  some  of  the  causes  of  that,  we  see  that 
we  had  the  two  major  oil  shocks  of  the  1970's,  the  post-war  pe- 
riod— after  World  War  II — and  we  also  fought  two  major  wars: 
Korea  and  Vietnam. 

Then  we  had  the  shockingly  irresponsible  fiscal  policy  that  was 
engaged  in  the  early  1980's,  all  of  these  highly  inflationary  pres- 
sures. None  of  those  are  present  in  the  world  in  which  we  live  at 
the  present  time.  If  these  bondholders  believe  that,  then  they're 
like  the  generals  who  are  always  fighting  the  last  war.  The  war  is 
over.  We  now  have  a  responsible  fiscal  policy.  I  would  characterize 
it  as  even  a  contractionary  fiscal  policy. 

There's  no  evidence  of  inflation  on  the  horizon  or  over  the  hori- 
zon that  I  can  ascertain.  In  your  own  statement,  you  say,  sir,  we 
initiated  the  removal  of  excess  monetary  accommodation  without 
widespread  indications  that  inflation  had  picked  up.  Then  further 
down  that  paragraph,  and  you  do  have  two  minor  justifications  for 
raising  rates,  you  say,  but  wage  growth  has  remained  moderate 
and  unit  labor  costs  well  contained  by  marked  improvements  in 
productivity. 

If  none  of  these  other  factors — oil  shocks,  irresponsible  fiscal  pol- 
icy, wars — if  those  things  are  not  present,  then  many  times  infla- 
tion is  led  by  wage  growth  which  is  not  compensated  for  by  produc- 
tivity. That  is  not  present  here.  So  the  question  I'm  coming  to  is 
on  what  do  you  base  this  assumption  that  there  is  some  inflation? 

Before  we  get  to  that  question,  let  me  ask  you  these  underlying 
questions.  What  would  you  consider  to  be  an  acceptable  rate  of  in- 
flation, or  is  there  an  acceptable  rate? 

As  I  understand  it,  the  Consumer  Price  Index,  for  the  past  12 
months,  has  been  at  2.4  percent.  Most  economists  are  saying  that 
the  CPI  is  outmoded,  and  that  it  probably  really  over-estimates  the 
amount  of  inflation.  And  I  think  that's  what  you  said,  Mr.  Chair- 
man, Senator  Sarbanes  prompts  me.  That  the  CPI  actually  over- 
states the  rate  of  inflation  by  1  percent  to  ^loths  of  1  percent.  If 
that  is  true,  then  we're  sitting  here  at  anywhere  from  a  2  percent 
growth  of  CPI  to  a  1.4  percent  growth,  and  the  Producer  Price 
Index,  over  the  past  12  months,  has  been  down  by  Vioths  of  1  per- 
cent. 

Now,  what  would  be  an  acceptable  rate  of  inflation?  What  would 
be  an  acceptable  growth  in  the  Consumer  Price  Index?  Are  we 
shooting  for  zero  inflation?  Is  that  what  we're  trying  to  do? 

Chairman  Greenspan.  First  of  all,  let  me  just  quickly  respond 
to  the  question  of  the  issue  of  whether  inflation  is  specifically  driv- 
en by  wars  or  oil  shocks  or  the  like. 

Clearly,  inflation  is  driven  to  an  extent  by  those  two  events,  pro- 
vided that  there  is  a  monetary  accommodation  of  the  particular  ex- 
pansionary forces  which  are  involved  with  it.  But  remember  that 
we're  not  looking  only  at  American  experience.  We  have  extraor- 
dinary experiences  which  we  can  draw  upon  all  around  the  world 
for  a  very  long  period  of  time.  And  it  is  quite  apparent  that  there 
are  inflations  which  take  hold;  in  fact,  the  vast  majority  of  infla- 
tions which  take  hold  are  not  specifically  related  to  these  events. 
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They  are  essentially  engendered  by  policies  of  governments  which 
create  inflationary  instabilities. 

Senator  Sasser.  If  I  might  interrupt  you,  Dr.  Greenspan,  just  to 
say,  yes,  I  agree  with  that.  I  listed  that  as  one  of  the  indicators  of 
inflation;  iiresponsible  or  overly  expansive  fiscal  policy  on  the  part 
of  Government.  And  that's  not  present  here  now. 

Chairman  Greenspan.  Let  me  address  the  question,  and  just  es- 
sentially repeat  what  I've  said  in  the  past,  with  respect  to  the  ques- 
tion of  acceptable  long-term  inflation  goals. 

As  I  said  before,  it  appears  increasingly  evident  that  the  lower 
the  rate  of  inflation,  the  higher  the  growth  in  productivity,  and  I 
want  to  repeat  the  caveat  I  made:  This  is  a  view  which  is  still  un- 
dergoing fairly  extensive  analysis  and  we  don't  have  enough  obser- 
vations to  know  that  it's  conclusively  the  case,  but  I  think  it's  be- 
coming persuasively  the  case  that  not  only  is  it  important  to  bring 
the  inflation  rate  down  from  10  percent  to  5  percent,  which  every- 
one agrees  to,  but  it's  increasingly  becoming  evident  that  the  lower 
we  get  under  5  percent,  the  more  stable  and  growing  the  economy 
is,  assuming  of  course,  that  we're  not  going  into  a  deflationary  en- 
vironment which  creates  a  reverse  set  of  patterns. 

Senator  Sasser.  Some  of  us  are  apprehensive  that  that  could 
occur. 

Chairman  Greenspan.  I  understand.  Any  central  bank  that  does 
not  keep  that  in  the  back  of  its  mind  is  not  doing  its  job.  Obviously, 
we  are  aware  that  there  are  two  sides  to  this  question,  and  we  in- 
variably focus  on  all  the  various  different  types  of  scenarios  which 
could  arise,  and  on  occasion,  we  look  at  this  issue. 

Senator  Sarbanes.  Some  of  us  want  you  to  keep  it  in  the  front 
of  your  mind,  along  with  the  other  thing  that  you're  keeping  in  the 
front  of  your  mind.  They  are  both  there  together. 

Chairman  Greenspan.  I  would  say  it  is  in  the  front  of  our  mind. 
But  let  me  just  repeat,  it's  very  difficult,  in  looking  at  the  data,  to 
get  a  judgment  as  to  where  the  appropriate  inflation  rate  is. 

I  said,  over  the  long  run  we  look  toward  establishment  of  price 
stability.  And  I  define  that,  as  I  have  in  the  past,  as  a  condition 
in  which  concerns  about  future  inflation  do  not  materially  affect 
the  decisions  that  are  being  made  in  an  economy.  The  reason  I  say 
that  is  that  there  are  differences  in  the  way  we  measure  inflation. 

Indeed,  Senator  Sarbanes  is  quite  correct  when  he  points  out 
that  you  probably  do  get  a  better  measure  of  economy-wide  infla- 
tion with  this  chart  by  looking  at  the  domestic  purchases,  that 
price  index  which  picks  up  more  of  the  computer  price  declines 
which  are  part  of  our  price  system,  and  I  think  appropriately  meas- 
ured. To  that  extent,  I  think  it's  a  superior  measure  to  the 
Consumer  Price  Index,  which  only  captures  part  of  the  economy. 
But  because  these  data  have  got  lots  of  biases  in  them,  we  have 
to  try  to  sense  where  we  are  heading  with  respect  to  the  long-term 
goal  of  price  stability  by  judging  how  it  impacts  in  the  system.  And 
I  would  say  to  you  that  when  we  are  involved  in  trying  to  find  the 
appropriate  balance,  we're  not  fixed  on  a  specific  number.  I  just 
don't  think  that  would  be  appropriate. 

Senator  Sasser.  My  sense  is  that  if  we  could  just  stay  where  we 
are,  with  regard  to  the  rate  of  infiation,  or  the  Consumer  Price 
Index,  and  have  sustained  economic  growth  that's  going  to  be  ere- 
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ating  jobs  and  allowing  the  economy  to  expand  and  allowing  pro- 
ductivity, the  rate  of  productivity  to  increase,  I  think  we're  doing 
fine.  I  don't  see  the  reason  for  trying  to  tighten  down  on  the  mone- 
tary policy. 

Let  me  ask  you  this  question,  Dr.  Greenspan.  What  do  you  con- 
sider to  be  or  how  fast  can  the  economy  expand  without  igniting 
inflation,  in  your  judgment? 

Chairman  Greenspan.  That  obviously  is  a  problem  which  is  the 
focus  of  an  awfiil  lot  of  economic  resources  in  a  lot  of  places. 

I'm  a  little  bit  uncomfortable  with  a  rigid  formula  which  specifies 
basically  how  fast  we  can  grow  over  the  longer  term.  One  of  the 
reasons  is  that  while  we  can  arithmetically  demonstrate  that  long- 
term  growth  is  essentially,  with  a  few  minor  differences,  the  prod- 
uct of  the  rate  of  change  of  labor  input  and  productivity,  and  we 
can  be  within  some  reasonable  surety  that  the  labor  input,  over  the 
long  run,  is  reasonably  easy  to  forecast  since  most  of  the  people 
who  are  in  the  labor  force  and  will  be  in  the  labor  force  10  years 
from  now  are  already  bom,  I  don't  think  we've  got  that  much  of 
a  hold  on  what  the  productivity  numbers  are  as  far  as  the  longer 
term  is  concerned. 

Indeed,  as  in  that  Business  Week  article  which  Senator  Sarbanes 
held  up,  I  think  I'm  quoted  there  discussing  some  of  the  issues  of 
the  changing  technologies  that  are  going  on  which  seem  to  be  sig- 
nificantly augmenting  our  capability  for  long-term  growth. 

That  type  of  technological  change,  in  conjunction  with  low  infla- 
tion, I  suspect  may  give  us  a  higher  rate  of  productivity  growth 
than  I  think  most  of  the  standard  analyses  now  suggest. 

As  far  as  monetary  policy  is  concerned,  we  are  not  and  should 
not  focus  on  trying  to  constrain  the  economy  to  a  specific  growth 
rate.  What  we  try  to  do  is  to  implement  a  policy  in  which  whatever 
growth  is  emerging  is  balanced.  And  if  it  is  balanced  and  the  finan- 
cial system  is  balanced,  whatever  growth  falls  out  of  that  relation- 
ship is  what  monetary  policy  should  sustain. 

To  assume  that  we  know  what  the  future,  the  next  6  months,  9 
months,  3  years,  of  productivity  growth  is  going  to  be,  is  stretching 
the  resources  of  our  insights  beyond  where  I  think  we  can  conceiv- 
ably go. 

Senator  Sasser.  I  couldn't  agree  more,  Mr.  Chairman.  But  my 
concern  is  that  we're  stretching  our  insights  too  far  now  in  antici- 
pation of  inflation  for  which  we  see  very  little  evidence. 

I  know  my  time  has  expired,  and  I'm  about  to  stop,  Mr.  Chair- 
man. But  we're  sitting  here  with  a  situation  in  which  the  CPI,  the 
Consumer  Price  Index,  inflated  at  the  rate  of  2.4  percent  over  the 
past  12  months.  We  think  a  more  accurate  measure  of  that  would 
probably  be  less  than  2  percent.  The  Producer  Price  Index  declined, 
as  I  said  earlier,  by  Vioths,  declined  by  Vioths  of  1  percent  over  the 
past  12  months. 

Productivity  growth  over  the  past  4  quarters  was  2.6  percent, 
outstripping  the  CPI.  Unemployment  stands  now  at  about  6.5  per- 
cent. I  think,  under  the  new  measurement,  it's  about  6.5  percent. 
And  we  know  that's  not  a  reasonable  measure  of  the  true  unem- 
ployment because  we  have  got  people  out  there  who  are  working 
part  time,  who  want  to  work  full  time.  We  have  got  people  who 
dropped  out  of  the  work  force  because  they  can't  find  jobs,  and  a 
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more  true  measure  of  that  unemployment  rate  is  going  to  be  con- 
siderably higher  than  6.5  percent. 

Now  for  us  to  be  sitting  here  with  3  percent  real  growth  I  think 
last  quarter,  and  the  projections  for  no  more  than  3  percent  on  out 
into  the  future,  and  when  you  subtract  from  that  the  growth  of  the 
labor  force,  you're  actually  getting  real  growth  of  about,  what,  1.8 
percent? 

For  us  to  be  sitting  here  worrying  about  inflation  with  that  star- 
ing us  in  the  face,  to  me,  it  says  the  Fed  is  just  like  the  Newsweek 
magazine  says.  It's  afraid  of  growth.  My  concern  is  that  I  face  these 
people  every  day  who  say,  I  want  to  buy  a  house  and  I  can't.  Or 
I  want  to  expand  my  business  and  I  can't,  because  of  rates  going 
up.  And  we  can  have  these  cerebral  discussions  here,  but  what  are 
we  to  say  to  these  people? 

I  want  to  get  this  country  and  this  economy  back  where  it  was 
in  the  early  1960's  when  we  really  had  sustained  economic  growth. 
People  had  hope,  people  had  optimism,  and  I  don't  think  we're 
going  to  be  able  to  do  it  with  this  restrained  and  what  I  see  as  re- 
strictive monetary  policy  that  the  Fed  is  following. 

We  have  got  a  basic  disagreement,  Mr.  Chairman.  I  don't  see  the 
inflation,  and  I'm  willing  to  run  a  tiny  little  risk  just  to  get  some 
orders  of  robust  economic  growth  going  here,  not  putter  along  in- 
definitely at  3  percent,  2.5  percent,  with  high  rates  of  unemploy- 
ment. 

So,  there  are  my  thoughts.  I  believe,  we  just  have  a  basic  dis- 
agreement, Mr.  Chairman.  I've  come  to  that  conclusion. 

Senator  Sarbanes.  Mr.  Chairman,  could  I  just  add  to  that? 

The  Chairman.  Briefly,  and  then  we'll  go  back  around. 

Senator  Sarbanes.  I  think  Senator  Sasser  is  absolutely  right. 
What  has  happened  is  you  are  pursuing  a  policy,  and  when  you  try 
to  relate  it  to  facts,  to  indices,  to  measurements,  we  can't  under- 
stand it. 

In  other  words,  you  say,  we're  trying  to  fight  inflation.  We  look 
at  all  the  inflation  figures  and  they  look  very  good,  the  best  they've 
been  in  30  years.  Then  you  say,  we're  trying  to  anticipate  an  infla- 
tion problem.  Well,  perhaps.  I  mean,  we  don't  know  that.  You  may 
be  over  anticipating  it  and  costing  us  economic  growth  as  a  con- 
sequence. 

Then  we  ask  you,  what  economic  growth  figure  would  cause  you 
to  get  concerned.  Well,  we  don't  want  to  get  tied  to  an  economic 
growth  figure.  How  do  we  work  through  all  of  this?  In  other  words, 
we  get  some  economic  growth.  It  looks  like  a  healthy  rate,  and  you 
say,  we're  going  to  get  an  inflation  problem  out  of  that,  even 
though  the  inflation  problem  has  not  yet  emerged.  So  you  cut  down 
on  the  growth.  Now,  how  do  we  know  that  you're  cutting  the 
growth  at  a  point  where  it  in  fact  would  contribute  to  inflation, 
rather  than  at  a  point  where  it  would  not  do  so  and  we  could  get 
the  extra  growth? 

This  cover  story  here  says  the  U.S.  economy  has  expanded  at  a 
2.4  percent  annual  rate  since  1980.  Most  forecasters  figure  that  the 
economy's  growth  potential  is  2.5  percent  at  best,  but  the  evidence 
is  mounting  that  it  could  be  as  high  as  3.5  percent  without  touch- 
ing off  inflation.  And  of  course,  the  extra  point  would  make  an 
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enormous  difference  to  the  economy  and  to  the  standard  of  living 
of  the  American  people,  just  an  absolutely  enormous  difference. 

Chairman  Grkknspan.  I  agree  with  you. 

Senator  Sarbanks.  You've  come  along.  The  bond  market  went 
down  today  because  they  revised  the  growth  figures  from  2.6  to  3 
percent  in  the  first  quarter  of  1994.  I  mean  that  should  be  good 
news,  not  bad  news.  In  a  sense,  we're  being  driven  by  people  whose 
perception  that  serves  their  particular  interests  does  not  square 
with  what  may  serve  the  interest  of  the  overall  economy.  You're 
not  giving  us  something  we  can  look  at  and  say,  yes,  there's  a  prob- 
lem there,  and  explain  it  to  the  people. 

Most  people  are  saying,  look,  there's  no  inflation  problem.  Unit 
labor  costs  are  very  good.  Why  can't  we  have  some  good  growth  for 
awhile  in  the  economy?  Why  are  we  taking  these  rates  up,  slowing 
down  the  economy,  and  making  it  impossible  for  me  to  buy  a  home, 
creating  a  problem  on  reducing  employment? 

I  think  what's  happening  is  the  economy  is  being  held  to  a  sub- 
par  level  in  terms  of  growth  and  jobs,  which  has  enormous  rami- 
fications for  the  standard  of  living  and  for  addressing  the  problems, 
for  example,  of  the  urban  areas  of  our  country,  all  of  which  is  de- 
signed to  provide  an  extraordinary  margin  against  inflation.  It 
seems  to  me  that  there  is  increasing  evidence,  and  I  think  the  Fed 
ought  to  be  explaining  that  to  the  country,  saying  look,  we  can 
have  some  good  growth  for  a  period  of  time  without  an  inflation 
problem,  instead  of  buying  into  the  notion  that  as  soon  as  you  get 
some  good  growth,  you've  got  to  move  to  cut  it  down  because 
there's  some  phantom  inflation  that  you  perceive  that  needs  to  be 
addressed,  when  the  underlying  figures  don't  support  it. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  I'm  going  to  start  the  time  clock  again  here.  I 
want  to  follow  on  with  that. 

It's  quite  unusual  for  us  to  have  be  released  a  policy  bulletin 
from  the  U.S.  Chamber  of  Commerce  because  normally  the  U.S. 
Chamber  of  Commerce,  I  think  it's  fair  to  say,  would  tend  to  be 
supportive  of  Fed  actions,  not  always  but  generally  so.  The  fact 
that  they  put  out  a  policy  statement  that  they're  really  concerned 
about  what  you're  doing,  I  think  is  significant.  I'm  less  surprised 
to  see  the  one  from  the  AFL-CIO  because  they're  feeling  the  job 
pinch  in  their  area,  so  they're  highly  sensitive  to  this  issue. 

But  to  have  the  business  community  concern,  I  asked  a  question 
of  the  staff.  They  put  this  out  after  your  last  move.  They  did  not 
put  it  out  after  the  three  earlier  adjustments  upward,  as  I  under- 
stand it.  But  this  is  what  they  say  here. 

We  understand  that  today's  moves  were  intended  to  calm  jittery 
financial  markets.  We  hope  that  Main  Street  is  not  being  sacrificed 
for  Wall  Street,  but  down  in  the  guts  of  it  here,  they  point  out  that 
they  don't  see  the  inflation  either.  They  see  economic  growth  slow- 
ing down,  and  they  say,  quote: 

We  are  becoming  increasingly  concerned  that  Federal  Reserve  policy  may  be  mov- 
ing too  fast  and  too  far.  We  are  concerned  that  monetary  policy  not  choke  off  an 
economy  that  only  recently  has  begun  to  generate  more  income  and  job  growth. 

Now,  this  isn't  Paul  Sarbanes  speaking,  this  is  the  U.S.  Chamber 
of  Commerce. 
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The  fact  that  their  members  would  be  giving  them  feedback  and 
coming  up  through  their  operation  and  causing  them  at  the  top  to 
sit  down  and  make  a  poHcy  decision,  just  hke  the  Federal  Reserve 
sits  down  and  makes  a  policy  decision,  that  the  U.S.  Chamber  of 
Commerce  would  sit  down  now  and  put  this  out  as  of  May  17, 
1994,  indicates  that  they  are  concerned  and  that  they  are  asking 
you — they  are  not  asking  vou  to  undo  your  policies,  they  are  asking 
you  to  pause  here  and  let  s  see  how  this  is  all  going  to  work  before 
we  tighten  things  down  too  much  and  perhaps  snuff  out  this  recov- 
ery. 

I'm  not  saying  we  ought  to  take  them  as  gospel  but  I  think  it's 
significant  when  the  Chamber  of  Commerce  has  enough  of  a  sense 
of  apprehension  that  they  make  a  public  statement  to  say,  all  right 
so  far,  but  let's  not  continue  to  do  things  here  that  might  choke  off 
this  recovery.  I  think  that's  significant.  That  doesn't  mean  that 
they're  right  and  you're  necessarily  wrong,  but  I  think  it  means 
that  the  apprehension  level  out  there  has  really  grown. 

Now,  I  want  to  bridge  that  back  over  to  the  issue  of  the  financial 
markets  and  the  speculation  that  was  building  up  out  there,  part 
of  which,  according  to  your  testimony  here  today,  has  been  dealt 
with;  not  all  of  it,  some  of  it. 

I'm  concerned  about  the  derivatives  problem.  I've  read  your 
statements  about  it.  I  have  some  concern  about  it  in  terms  of  the 
leveraging,  the  way  it  works,  and  the  degree  to  which  it  may,  be- 
cause of  its  rapid  development  and  the  way  that  whole  system 
functions,  that  you  could  have  a  situation  where  vou  have  your  nor- 
mal elements  of  systemic  risk  and  you  bring  tnis  in  as  an  addi- 
tional element.  I  think  it  adds  to  systemic  risk,  particularly  if  you 
have  an  extraneous  event  strike. 

If  you  have  a  lot  of  derivatives  activity  going  on  out  there,  you 
get  an  awful  lot  of  traffic  in  a  hurry,  more  than  maybe  you  can 
handle,  maybe  more  than  the  market  can  process,  the  clearance 
process  can  handle,  and  you  could  have  a  systemic  risk  problem  in- 
crease as  a  result  of  that. 

I'm  going  to  ask  you  your  own  view  on  that  in  a  minute. 

I  know  there  are  proper  purposes  for  hedging  and  for  derivatives 
in  terms  of  individual  transactions.  I'm  talking  about  the  fact  that 
we're  talking  about  a  worldwide  market  and  so  forth. 

My  sense  for  it  is  that  much  of  the  activity  in  the  derivatives 
area  actually  relates  to  long-term  bondholdings  and  a  lot  of  the 
traffic,  especially  if  you're  going  to  get  severe  volatility,  handling 
that  and  clearing  out  positions  can  route  a  lot  of  traffic  in  a  hurry 
through  the  long-term  bond  market.  That's  a  matter  of  concern  to 
me.  I  hope  it  is  for  you,  but  I'll  let  you  speak  to  that. 

I  think  that  may  be  part  of  our  problem  here  in  terms  of  why 
we're  getting  some  disconnect  between  how  markets  are  working, 
financial  markets  which  are  now  global,  and  this  underlying  real 
economy.  We  may  be  getting  an  unusual  degree  of  amplification 
over  into  the  market  trading  system  from  events  that  are  really 
much  more  benign  than  the  reactions  in  the  market  might  seem. 

Now  partly  it's  because  the  policy  direction  has  changed  and  in- 
terest rates  have  gone  up  a  fairly  significant  amount  in  a  short  pe- 
riod of  time.  And  so  anybody  that  got  trapped  off  base  with  an  in- 
terest rate  expectation,  which  you  talked  about  in  your  statement. 
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and  a  position  could  find  themselves  in  a  place  where  they  could 
lose  and  did  lose  an  awful  lot  of  money.  If  they  don't  go  ahead  and 
square  their  positions  out  then,  they  could  lose  even  more  money 
and  perhaps  even  be  wiped  out  it  appears  to  me. 

I  don't  know  anybody  that  I  have  confidence  in  that  knows  every- 
thing about  how  tne  derivatives  market  is  structured  today  globally 
and  how  it's  playing  its  way  back  through  the  market  system  and 
how  it's  affecting  these  interest  rate  gyrations.  But  there's  enough 
evidence  there  for  the  naked  eye  to  see  that  there's  a  relationship. 
And  it's  a  matter  of  concern  to  me  because  I  think  it  may  now  be 
impacting  the  strategy  that  you're  talking  about. 

If  you  were  to  take  all  of  that  out  of  the  picture,  I  think  what 
you've  said,  in  terms  of  your  view  of  inflation  fighting,  looking 
backward  and  forward,  takes  on  one  meaning.  I  think  if  you  intro- 
duce all  that,  it  takes  on  a  somewhat  different  meaning,  especially 
because  you've  chosen,  in  your  statement  today,  to  lead  off  with  a 
pretty  direct  commentary  about  expectations  in  financial  markets 
and  some  of  the  problems  that  were  out  there.  I'm  struck  by  this 
fact.  Despite  the  fact  that  you've  increased  interest  rates  now  IV4 
percent,  futures  markets,  the  prices  there  suggest  that  investors 
are  anticipating  that  short-term  yields  will  rise  by  an  additional 
1.5  percentage  points  by  next  March,  and  another  percentage  point 
over  the  following  year. 

You  were  talking  about  futures  and  options  earlier  in  your  com- 
ments. I'm  struck  by  that.  I'm  struck  by  that  in  the  sense  that  pric- 
ing trading  data  out  into  that  world  of  future  expectations  tells  me 
that  something  is  different,  something  is  not  the  way  it  was  before. 

In  fact,  you've  said  that  to  us  other  times.  You've  come  in  here, 
not  just  on  this  point  but  on  the  broader  point,  to  say  that  the 
world  of  finance  and  economics  has  changed  in  many  fundamental 
ways,  and  you  can't  necessarily  guide  by  the  old  markers  that  we 
had  in  years  passed.  I  mean,  that's  a  paraphrase  but  you've  said 
that  any  number  of  times  here. 

So  I  want  to  go  through  two  or  three  questions  to  get  right  to 
this  point.  Do  you  think  the  growth  of  derivatives  on  a  global  basis, 
the  way  they  have,  has  added  in  any  way  to  systemic  risk? 

Chairman  Greenspan.  In  one  sense  it  has,  Mr.  Chairman.  Re- 
member that  the  reason  why  there's  been  such  an  extraordinary 
expansion  in  derivatives  is,  one,  obviously  the  technology,  which 
has  enabled  them  to  be  employed  in  a  useful  manner  in  the  world 
financial  system.  But  more  importantly  has  been  the  demand  that 
end  users,  people  who  are  involved  in  portfolio  investments  around 
the  world,  seek  ways  to  reduce  their  risk — to  effectively  unbundle 
risks  in  the  system  in  a  manner  which  individuals  who  are  willing 
to  take  those  risks  can  take  them,  and  those  who  wish  to  eschew 
them  can  do  so. 

What  that  tends  to  do  overall,  obviously,  is  to  improve  the  effi- 
ciency of  the  financial  system,  and  things  happen  more  quickly  be- 
cause of  that.  Indeed,  as  I've  said  elsewhere,  derivatives  essentially 
arbitrage  the  primary  markets  around  the  world,  pull  them  to- 
gether. 

What  that  means  is  that  if  an  unrelated  event  occurs,  a  major 
dealer  in  stocks  or  bonds  has  a  very  huge  loss  in  the  primary  mar- 
kets, the  so-called  plain  vanilla  type  of  activities,  the  capability  of 
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that  horrendous  problem  escalating  throughout  the  financial  sys- 
tem more  quickly  than  before  is  clearly  there  as  a  consequence  of 
the  improved  efficiency. 

We  can  go  back  150  years  when  the  efficiency  of  the  financial 
system  throughout  the  world  was  minuscule  in  proportion  to  what 
it  is  now;  communications  weren't  all  that  good. 

It  meant  that  if  an  investor  in  New  York  and  a  bank  in  London, 
for  example,  were  to  become  insolvent  because  of  a  loss  in  London, 
he  wouldn't  know  of  his  insolvency  for  a  couple  of  weeks.  It  would 
take  that  much  time  for  communications.  The  system  worked  much 
more  slowly,  much  less  efficiently,  and,  indeed,  contributed  less  to 
economic  growth  in  real  terms. 

The  system  we  have  now  is  a  much  more  high-powered  system. 
It  is  one  which  is  contributing  clearly  to  a  higher  level  of  economic 
growth  and  productivity,  but  it  does  obviously  have  risk  character- 
istics, because  it  is  enabling  the  system  to  adjust  much  more  rap- 
idly, and  that  is  true  obviously  of  benign  forces  as  well  as  malig- 
nant forces. 

If  you  get  the  economy  moving  much  more  efficiently,  you  also 
get  crises  moving  more  efficiently  and  in  that  regard,  I  would  say 
there  is  an  element  of  increased  systemic  risk. 

One  of  the  reasons  why,  for  example,  we  bank  regulators  have 
escalated  our  valuation  of  this  increasingly  more  sophisticated 
global  financial  system  and  tried  to  look  to  the  future  of  how  super- 
vision and  regulation  would  be  appropriately  initiated  is  precisely 
because  we  see  that  there  are  increasing  risks  because  of  the  glo- 
balization and  the  rapidity  with  which  tnese  markets  are  moving. 

There  is  no  way  to  turn  back  the  clock,  there  is  no  way  to  turn 
back  technology.  What  we  have  to  recognize  is  that  this  is  the 
world  in  which  we  deal,  and  we  have  to  make  certain  that  our  su- 
pervisory and  regulatory  policies  reflect  that,  and  not  try  to  have 
a  nostalgia  which  you'd  look  back  40  or  50  years  ago,  when  things 
were  moving  a  lot  more  slowly,  and  wouldn't  it  be  nice  for  central 
banking  supervision  to  have  that  kind  of  environment?  The  answer 
is,  yes,  it  would  be  but  that  is  not  what  the  options  are  in  front 
of  us. 

The  Chairman.  Did  you  expect  the  long-term  rates  would  react 
as  they  have  when  you  made  these  adjustments  in  short-term 
rates? 

Chairman  Greenspan.  No.  We  had  the  expectation  that,  as  in 
the  case  of  the  past,  where  moderate  growth  was  involved,  long- 
term  rates  would  adjust  upward,  and  then  stabilize  or  come  down 
because  our  view  at  the  time  when  we  moved  was  of  an  economic 
environment  which  was  considerably  less  buoyant  than  is  material- 
izing. 

The  Chairman.  Are  you  saying  then  you  think  the  reason  the 
long  rates  are  higher  is  that  you  were  just  off  on  the  buoyancy  ex- 
pectation? 

Chairman  Greenspan.  I  would  say  that  there  are  two  issues. 
One,  the  major  issue  unquestionably  is  the  fact  that  there  has  been 
an  upward  escalation,  not  necessarily  of  the  average  expected 
growth  rate,  but  a  view  that  if  the  forecasters  are  wrong,  they  are 
more  likely  to  be  wrong  having  underestimated  growth.  I  think 
that  has  been  a  major  factor  which  has  been  embodied  in  long-term 
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expectations.  And  as  far  as  I  can  judge,  it's  the  major  element 
which  has  created  a  significant  rise  in  long-term  rates.  Second,  em- 
bodied in  that  is  the  expectation  that,  as  a  consequence  of  the 
stronger  economic  growth,  credit  demands  and  other  demands  of  an 
inflationary  nature  will  emerge  escalating  inflation  expectations. 
It's  very  difficult  to  separate  these  two,  but  it's  clear  that  they  are 
part  of  the  whole  process. 

The  Chairman.  I'm  going  to  yield  here  in  a  moment. 

Let  me  tell  you  a  concern  I  have,  and  I'm  trying  to  fathom  this 
in  these  new  developments  just  as  you  are  and  just  as  everybody 
else  is.  I'm  struck  by  the  amount  of  activity  in  the  world  of  specula- 
tion and  leverage  and  trading  that  now  involves,  in  some  part, 
holdings  of  long-term  bonds  and  debts  on  long-term  interest  rates 
which  I  think  was  building  up  over  a  period  of  time,  keying  off  this 
very  misleading  set  of  expectations  that  have  developed  and  that 
you  cite  on  page  4  of  your  testimony. 

A  lot  of  people,  even  sophisticated  people,  were  coming  to  think 
that  we  were  going  to  be  in  a  long-term  low-interest  rate  environ- 
ment, and  the  Fed  had,  in  a  sense,  had  an  overly  accommodative 
policy  to  try  to  get  the  economy  going  and  prepare  balance  sheets, 
that  people  started  to  take  that  for  granted,  and  may  not  have 
thought  that  there  was  going  to  be  a  change.  Then  a  change  came. 
Some  people  got  caught  off  base.  Some  people  lost  a  lot  of  money. 
There  have  been  enormous  losses  among  bond  traders  and  others 
who  were  sort  of  levered  off  that.  And  I  think  we've  seen  unusual 
volatility  in  that  market  as  a  result  of  this. 

I  don't  know  if  it  is  as  much  as  you  expected  or  more  than  you 
expected.  I  think  it  is  more  than  a  lot  of  people  expected  and  I 
don't  think  it's  fully  played  out  yet.  But  to  the  degree  that  that  is 
so,  I  think  you  have  now  embedded  in  long-term  rates  and  the  vol- 
atility and  the  daily  trading  action  on  long-term  rates,  an  element 
of  market  force  that  in  a  sense  is  unrelated  to  these  other,  more 
traditional  long-term  inflation  evaluations. 

That  it's  driven  more  by  traders,  by  leverage,  by  positions,  by 
currency  values  that  may  be  in  a  derivative  position  against  a  U.S. 
bond  or  a  bond  from  another  country,  and  then  all  of  a  sudden, 
when  these  things  start  ricocheting  around  through  this  real-time 
system  internationally,  you  can  start  to  get  an  element  of  activity 
which  is  speculative  trading  activity  showing  up  in  long-bond  rates 
that  really  is  separate  and  apart  from  these  more  measured,  so- 
phisticated efforts  to  try  to  guide  monetary  policy  and  economic 
growth  policy  over  time  in  a  non-inflationary  way. 

Now,  I'd  like  you  to  react  to  that.  Do  you  think  I'm  correct  in  not- 
ing that  there's  an  element  of  that  out  there?  If  so,  I  think  we  need 
to  talk  some  about  that. 

Chairman  Greknspan.  There's  some  but  it's  easy  to  exaggerate, 
Mr.  Chairman.  Let  me  say  that  markets  have  always  been  volatile, 
and  we've  been  through  a  period  in  recent  years,  prior  to  earlier 
this  year,  where  the  degree  of  volatility  coming  off  the  1987  stock 
market  crash  was  remarkably  narrow. 

Even  with  the  increased  technologies,  we  were  beginning  to  see 
a  narrow  range  of  fluctuation.  And  with  the  advent  of  more  sophis- 
ticated options  in  these  markets,  we  were  able  to  infer  the  degree 
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of  expected  instability  that  the   markets   were   trying  to   ensure 
against,  and  they  were  quite  modest. 

The  change  that  has  occurred  recently  is  a  one-shot  event.  It's  a 
discontinuity  in  the  structure  which  happens  periodically.  I  would 
not  presume  that  the  degree  of  fluctuation  and  instability  that 
we've  seen  in  recent  months  is,  in  any  way,  a  normal  phenomenon. 
At  some  point,  it  clearly  will  settle  down,  but  I  doubt  very  much 
that  the  normality  was  the  earlier  period. 

I  don't  expect  that  the  current  period  or  the  most  recent  period 
has  been  normal  either.  But  I  do  think  we  have  to  remember  that 
very  important  lessons  and  actions  were  taken  as  a  consequence  of 
the  1987  stock  market  crash. 

One  thing  we  learned  of  considerable  importance  was  that  unless 
the  primary  markets  have  adequate  capacity  to  take  these  big  vol- 
umes of  movement,  you  get  very  severe  market  responses. 

All  of  the  markets  that  were  under  strain  on  that  famous  day 
and  the  following  morning  have  very  significantly  increased  their 
capacities  to  handle  very  large  transactions.  The  amounts  of  funds 
that  are  moving  through  the  international  system  at  this  particular 
stage  are  truly  staggering.  They  reflect,  to  a  large  extent,  the  im- 
proved technologies  which  enable  these  systems  to  work. 

And  while  you  do  get  a  sense  of  future  shock  from  some  of  this, 
especially  looking  at  the  numbers  and  the  trends,  when  you  look 
at  it  closely,  it's  clearly  there  because  there  is  a  demand  for  that. 

The  Chairman.  I  don't  think  there's  any  question  about  the  de- 
mand. The  demand  is  borne  out  by  the  activity.  The  question  is: 
Is  the  structure  of  that  activity  and  the  stability  of  that  system  and 
the  degree  to  handle,  bursts  of  activity,  especially  if  you  get  some 
other  severe  event  that  comes  in,  do  you  have  the  clearance  mecha- 
nisms? Can  things  be  unwound  quickly  enough? 

You  are  right,  when  you  made  the  point  earlier  that  sometimes 
people  in  days  passed  had  a  long  period  of  time  to  clear  out  these 
positions,  and  now  you've  got  to  clear  out  by  the  end  of  the  day  in 
many  of  these  instances.  I  don't  want  to  see  a  cardiac  arrest  here, 
because  we're  into  future  shock  and  we've  gotten  there  too  fast. 

I  think  we  are  seeing  some  of  it  in  the  long-bond  market.  I  gath- 
er you  are  saying  you  think  there's  some  of  it,  but  you  are  saying 
it's  easy  to  exaggerate  that. 

Chairman  Greenspan.  Yes. 

The  question  you  raised  with  respect  to  settlement  and  clearance 
systems  is  the  correct  one.  Ideally  if  you  want  to  reduce  systemic 
risk,  you  do  a  number  of  things,  and  there  are  certain  technical 
things  you  do.  And  one  of  the  things  we've  been  pushing  is  the  so- 
called  bilateral  netting  agreements  which  significantly  reduce  the 
exposure  of  counterparty  risk. 

We  have  done  that.  And,  indeed,  this  Committee  has  been  quite 
helpful  in  the  legislation  which  has  enabled  us  to  get  a  legal  struc- 
ture in  place  in  the  United  States  which  enables  that  to  occur. 

But  also  there  is  a  considerable  amount  of  effort  to  reduce  the 
degree  of  float  in  the  system — more  specifically,  the  time  lag  be- 
tween transaction  settlement  and  clearance  because  there  is  a  tech- 
nical problem  that,  in  the  event  of  a  crisis,  if  you  have  transactions 
in  train  and  not  completed,  there  are  obviously  greater  risks. 
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We  used  to  be  terribly  concerned  about  so-called  Herstatt  risk 
which  was  something  that  never  dawned  on  us  back  in  the  seven- 
ties, that  is,  that  you  could  have  such  a  dramatic  effect  because  of 
the  timing  differences  in  the  way  clearances  occurred. 

But  there's  a  great  deal  of  effort  involved  in  the  agencies,  the 
SEC,  ourselves,  and  others,  in  trying  to  eliminate  a  lot  of  the  struc- 
tural problems  that  exist  in  the  settlement  and  clearance  systems 
because  if  you  are  to  deal  in  this  global  financial  system,  which  is 
extraordinarily  complex,  you  want  to  make  certain  that  the  vehi- 
cles which  handle  it  are  functioning  effectively. 

So  I  take  what  you're  saying  as  an  important  concern  on  your 
part  because  it's  very  difficult  not  to  be  concerned  when  you  see 
this  extraordinary  amount  of  activity  going  on  and  you  are  not  cer- 
tain that  it  is  being  effectively  controlled  or  stabilized. 

As  I  said  on  Wednesday  before  Mr.  Markey's  Subcommittee  in 
the  House,  fortunately,  what  we  are  seeing  is  a  concern  on  the  part 
of  a  number  of  counterparties  in  the  derivatives  area  and  in  other 
areas  of  the  system.  A  concern  that  they  have  adequate  knowledge 
of  what  people's  balance  sheets  are  and  what  their  credit  exposures 
are.  The  consequence  of  this  is,  in  a  sense,  a  very  considerable 
amount  of  increased  private  regulation  that's  going  on  because  it's 
the  self-interest  of  all  of  these  people  to  make  certain  that  the  peo- 
ple with  whom  they  deal  are  solvent,  sound,  liquid,  and  a  whole  va- 
riety of  other  characteristics  which  are  involved  in  this  type  of 
process. 

I  think  we  have  got  to,  and  indeed,  I  hope  we  have,  escalated  our 
regulatory  awareness  of  this  whole  area  a  couple  of  notches.  As  far 
as  we  at  the  Fed  and  the  other  banking  regulators  are  concerned, 
we  see  the  necessity  of  encouraging  the  enhancement  of  the  risk- 
management  systems  of  individual  firms  so  that  they  have  the  ca- 
pability of  really  being  far  more  sophisticated  than  we  can  be. 

And  we  consider  that  our  job  is  going  to  become  increasingly  to 
make  certain  that  they  have  those  systems  in  place  and  a  risk 
management  system  in  place  which  does  not  create  systemic  risks 
for  everybody  else. 

The  Chairman.  But  the  mechanics  and  the  clearance  process  and 
avoiding  the  cardiac  arrest  problem  really  have  to  look  to  you  and 
others  who  are  in  the  regulatory  side  to  see  that  the  mechanisms 
are  in  place.  G.E.  or  anybody  else  isn't  competent  enough  to  be  able 
to  understand  whether  the  structure  will  hold  up  under  heavy 
weather. 

It  would  be  one  thing  to  think  you're  in  fine  counterparty  trading 
arrangement  and  then  find  that  the  whole  system  can't  sustain  it- 
self. I  think  this  is  a  matter  of  some  risk  to  us  and  I  think  we're 
beginning  to  see  some  of  the  gyrations  of  it  here. 

When  you  change  policy  direction,  and  you  caught  a  lot  of  people 
off  base,  people  who  are  highly  leveraged  in  these  hedge  funds  and 
so  forth,  you  saw  a  lot  of  it  played  out  in  bond  volatility.  You  don't 
have  to  be  a  genius  to  see  that.  I  think  everybody  sees  that  that 
follows  the  markets.  So  that's  part  of  what  you  have  to  deal  with, 
part  of  what  we  have  to  deal  with,  and  it  may,  in  fact,  end  up  af- 
fecting our  economic  prospects. 
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Interest  rates,  in  fact  the  loan  rates,  may  be  somewhat  higher  as 
a  result  of  this.  I  hope  not.  I  hope  we're  not  going  to  be  into  that 
situation.  I  know  you  re  inclined  to  discount  that. 

Chairman  GREENSPAN.  I  am. 

The  Chairman.  But  I'm  just  not  fully  convinced  on  that  issue  at 
this  point. 

Chairman  Greenspan.  Let  me  just  say,  Mr.  Chairman,  I  think 
you're  raising  quite  important  issues  and  we  take  that  to  heart.  It's 
crucial  that  we  not  just  sit  back  and  observe  this  phenomenon  but 
try  to  understand  it  as  best  as  we  can,  understand  the  potential 
risks  that  could  conceivably  emerge,  try  to  get  legislation  where  we 
need  it  and  which  is  helpful  in  the  legal  area,  and  try  to  make  cer- 
tain that  we  harness  some  of  these  processes  in  a  manner  which 
will  contribute  to  increased  stability,  economic  growth,  and  risk  di- 
versification over  the  longer  run.  It  is  not  easy  but  I  do  think  that 
it's  something  which  we  all  take  as  an  important  mandate  fi-om  the 
Congress. 

The  Chairman.  Senator  Sarbanes. 

Senator  Sarbanes.  Thank  you,  Mr.  Chairman. 

I  just  have  a  couple  of  areas  I  want  to  ask  about.  First  of  all, 
to  follow  on,  do  you  have  any  sense  there's  a  dynamic  at  work 
where  the  bond  markets  keep  betting  on  the  Fed  will  take  rates  up 
and,  therefore,  create  a  dynamic  which  leads  the  Fed  to,  in  effect, 
have  to  take  rates  up  to  respond  to  this  expectation? 

Chairman  Greenspan.  No,  Senator,  I  do  not. 

Senator  Sarbanes.  So  you  have  no  sense  that  you're  being  con- 
strained by  expectations  of  the  bond  market  in  making  your  policy 
decisions? 

Chairman  GREENSPAN.  We  are  obviously  aware  of  what's  going 
on  in  the  markets  and  we  clearly  tailor  our  policy  to  what's  going 
on  in  all  aspects  of  the  financial  markets.  That  is  what  a  central 
bank  has  to  do.  But  if  you're  saying  to  me  that  our  actions  are 
being  driven  by  the  financial  markets,  I  would  say  no. 

Senator  Sarbanes.  Well,  it's  an  interesting  subject  to  explore,  I 
think. 

Let  me  ask  you  this  question.  Do  you  think  that  the  economy 
could  grow  at  something  close  to  3.5  percent  without  kindling  infla- 
tion? 

Chairman  Greenspan.  I  think  it's  possible.  I  don't  know  the  an- 
swer to  that.  You  asked  me  whether  it  is  possible.  The  answer  is, 
yes,  I  think  it  is  possible. 

Senator  Sarbanes.  Now,  my  next  question  is,  there's  a  general 
view  that  the  Fed  has  targeted  a  growth  rate  of  about  2.5  percent. 
That's  the  generally  held  view.  Is  that  correct? 

Chairman  Greenspan.  I  think  that  is  a  correct  statement.  That 
is  the  view  of  where  they  believe  the  central  bank  of  this  country 
is  focused. 

Senator  Sarbanes.  Is  that  where  the  central  bank  is  focused? 

Chairman  Greenspan.  I  cannot  tell  you  the  particular  motives  of 
the  individual  members  of  the  FOMC  when  they  vote.  My  impres- 
sion is  it's  far  more  sophisticated  than  that.  They  would  probably 
agree,  at  least  many  of  them,  maybe  most,  that  it's  a  far  fuzzier 
issue  than  some  rigid  number,  which  presupposes  a  forecast  of  pro- 
ductivity trends  which  are  not  all  that  easy  to  forecast. 
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As  I  said  before,  I  don't  think  that  we  focus  policy  on  trying  to 
constrain,  as  some  of  them  put  it,  economic  activity  to  a  certain 
level.  What  we  try  to  do  is  observe  the  structure,  the  balance  with- 
in the  economy  and  the  dynamics  within  the  economy  and  try,  in 
the  context  of  maintaining  stable  financial  conditions,  to  enhance 
growth  in  a  manner  which  is  the  maximum  that  can  be  sustained, 
and  I  emphasize  the  word  "sustained,"  over  the  longer  run. 

I  don't  know  what  that  number  is.  But  I  do  know  that  if  we  were 
to  basically  say  that  there  is  a  certain  number  which  we  would 
push  to  keep  the  growth  rate  down,  I  would  say  that's  poor  mone- 
tary policy. 

Senator  Sarbanes.  Why  wouldn't  you  let  that  number  get  up  as 
high  as  it  could  be  without  resulting  in  an  inflationary  problem? 
You  would,  would  you  not?  Would  you  not  want  a  growth  number 
as  high  as  you  could  get  it  without  it  resulting  in  an  inflationary 
problem?  Can  we  agree  on  that? 

Chairman  Grp:p:nspan.  Yes. 

Senator  Sarbanes.  Now  the  difference  between  2.5  percent 
growth  and  3.5  percent  growth  really  for  the  American  people  is 
the  difference  between  a  steadily  rising  living  standard  and  stag- 
nant ones. 

Chairman  Greenspan.  I  will  grant  you  1  point  is  a  big  difference 
over  the  long  run. 

Senator  Sarbanes.  That's  right.  It  can  make  an  enormous  dif- 
ference. 

Now,  I  was  discouraged,  I  must  tell  you,  by  the  testimony  earlier 
today  where  you  went  through  the  kind  of  litany  of  why  you  think 
people  should  be  worried  about  inflation.  Because  it  seemed  to  me, 
what  would  be  the  problem  with  the  Fed  enunciating  this  sort  of 
position? 

First,  we  think  that  the  Congress  has  put  a  fiscal  policy  into 
place  that  is  the  appropriate  fiscal  policy  and  is,  therefore,  a  con- 
straining element  on  the  economy.  We  want  the  economy  to  grow. 
We  think  the  economy  can  sustain  some  good  growth  over  a  period 
of  time  without  leading  to  an  inflation  problem. 

It's  our  intention  to  pursue  a  monetary  policy  that  would  accom- 
plish that,  would  not  therefore  lead  to  the  sort  of  responses  that 
I've  been  quoting  to  you  from  many,  many  sources,  and  the  fact 
that  we  now  have  the  Chamber  of  Commerce  and  the  AFL-CIO  in 
the  same  boat.  That  doesn't  often  happen  around  here.  And  they're 
now  shipmates  on  the  same  ship  in  their  responses  to  your  policies. 
But  it  seems  to  me,  at  some  point,  you've  got  to  start  getting  across 
to  these  highly  volatile  markets  that  we  can  have  good  growth  over 
a  period  of  time.  It  won't  lead  to  an  inflation  problem. 

If  we're  cutting  it  too  close  and  we  see  that  the  growth  is  leading 
to  an  inflation  problem,  we  will  move  to  restrain  the  inflation  prob- 
lem. But,  as  Senator  Sasser  pointed  out,  it  is  impossible  to  explain 
to  people  why  the  growth  ought  to  be  slowed  down,  as  you  are 
doing,  without  any  evidence  of  an  inflation  problem.  In  a  sense, 
you're  striking  in  the  dark.  You  may  be  slowing  growth  down  and 
costing  us  production  and  jobs  and  employment  that  could,  in  fact, 
be  absorbed  by  the  economy  without  an  inflation  problem. 

Chairman  GREENSPAN.  I  see  no  evidence  of  that,  Senator.  In  our 
judgment,  what  we're  looking  at  is  an  economy  which  is  moving  at 
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a  fairly  respectable  pace.  It's  balanced.  It  strikes  me  that  it  could 
go  on  for  quite  a  long  period  of  time  provided  that  inflationary  im- 
balances don't  emerge  in  the  process. 

Senator  Sarbanes.  I  know.  But  you  see,  the  rate  at  which  it  is 
doing  that  may  be  well  below  what  the  economy  could  do,  and, 
therefore,  is  costing  us  that  production  and  that  employment. 

You  took  the  rates  up  in  February  off  of  a  7  percent  fourth  quar- 
ter in  1993.  Everyone  said,  oh,  look,  we've  got  this  huge  spurt  of 
growth.  We're  going  to  have  a  big  inflation  problem.  And  the  alarm 
bells  went  off.  No  one  said,  as  everyone  was  predicting,  the  growth 
rate  is  clearly  going  to  come  down  in  the  first  quarter  of  1994. 

There  were  special  factors  at  work  in  the  last  quarter  of  1993 
that  gave  you  that  growth  figure.  The  growth  figure  did  come  down 
in  the  first  quarter  of  1994  now  to  3  percent. 

So  it  seems  to  me  that  we  need  to  have  a  period  of  some  sus- 
tained growth  for  a  period  of  time  to  get  the  benefits  of  that  out 
into  the  economy. 

Chairman  Greenspan.  We  expect  that  to  happen. 

Senator  Sarbanes.  At  what  rate? 

Chairman  Greenspan.  I  don't  want  to  give  you  numbers.  I  will 
give  you  numbers  when  I'm  back  here  with  the  Humphrey-Haw- 
kins testimony  when  we  will  have  the  full  presentation. 

All  I  will  say  to  you  is  that  our  particular  view  at  this  stage  is 
that  the  economy  is  doing  well  and  that  our  concern  is  that  we 
allow  productivity  growth  to  accelerate  to  the  best  it  can  because 
that's  the  only  sustainable  element  within  the  system  which  en- 
ables growth  to  be  maintained  in  a  real  sense. 

I  don't  envisage  that  keeping  inflation  under  control  is  anti- 
growth.  In  fact,  I'm  arguing  strenuously  today  that  I  think  it's  a 
necessary  condition  for  the  sustaining  of  the  type  of  growth  which, 
unless  I'm  mistaken,  I  hear  you  arguing  for  and  I'm  not  trying  to 
disagree  with. 

Senator  SARBANES.  No,  no,  no.  That's  not  the  issue.  The  issue  is 
whether  to  provide  absolute  or  close-to-absolute  protection  against 
an  inflation  problem,  a  potential  inflation  problem,  you  are  going 
to  hold  growth  down  to  levels  below  what  might  otherwise  be 
achieved  without  giving  us  an  inflation  problem,  and  therefore,  cost 
us  jobs,  cost  us  production,  cost  us  growth,  cost  us  lost  output. 
That's  the  question. 

Now  you  have  to  make  some  judgments  about  at  what  rate  the 
economy  can  grow,  you  have  to  address  very  seriously,  I  think,  this 
article,  "Why  Are  We  So  Afraid  of  Grow?"  and  that  the  evidence  is 
mounting  that  it  could  be  as  high  as  3.5  percent  without  touching 
off  inflation. 

Here's  what's  happening,  Mr.  Chairman,  as  I  perceive  it. 

You  are  eliminating  the  intermediate  step  in  judging  whether  to 
restrain  inflation  between  growth  and  a  rise  and  an  effect  on  infla- 
tion or  a  movement  in  prices.  In  other  words,  you're  not  getting 
growth  and  then  the  growth  begins  to  get  translated  into  price  in- 
creases, and  at  that  point,  you  point  to  the  evidence  of  price  in- 
creases and  say,  well,  now,  we  want  to  start  pulling  back  on  the 
economy  because  we're  starting  to  get  an  inflation  problem.  You're 
moving  without  that  evidence,  so  you're  moving  off  of  the  growth 
figure  itself 
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What  that  means  is  that  every  time  we  get  some  good  growth, 
the  economy  comes  up  out  of  the  water  to  catch  its  breath,  you 
push  it  right  back  down  again.  And  we  never  are  able  to  work  out 
whether  we  can  have  a  higher  level  of  growth  than  people  have 
been  assuming. 

They're  assuming  the  2.5  percent  figure  is  not  a  good  growth  per- 
formance. A  2.5  percent  growth  figure  is  not  going  to  get  at  the  un- 
emplovment  problem  and  it's  not  going  to  get  at  realizing  our  po- 
tential and  it's  not  going  to  get  at  solving  the  major  shortfalls  in 
the  economy  of  the  country. 

So  you're  getting  caught  where  you're  responding  on  the  mone- 
tary policy  side  to  a  growth  figure  without  the  growth  having  been 
translated  into  an  inflation  problem. 

Chairman  Grkknspan.  Senator,  I  would  say  that  looking  at  the 
history  of  this  country  and  other  countries,  that  if  inflation 
reemerges  in  this  country,  I  think  we  will  end  up 

Senator  Sarbanks.  I  am  not  positing  that  inflation  is  going  to 
reemerge.  I'm  trying  to  deal  with  the  situation,  the  basic  question 
is  whether  we  can  have  more  growth  than,  in  effect,  is  assumed  or 
than,  I  think  the  Fed  is  giving  without  a  significant  inflation  prob- 
lem. And  you're  acting  in  a  way  that  will  never  enable  us  to  know 
the  answer  to  that  question  because  you  won't  let  the  growth  carry 
on  in  order  to  see  whether,  in  fact,  3  or  3.5  percent  growth  begins 
to  give  us  an  inflation  problem,  or  whether,  in  fact,  as  this  article 
suggests,  we  can  have  that  kind  of  growth  without  inflation,  be- 
cause you're  moving  ahead  of  that. 

Chairman  Grkenspan.  First  of  all,  let  me  just  say  that  the  3.5 
percent  figure  would  be  an  extraordinary  rise  in  productivity.  If  it 
occurs,  in  my  judgment,  it  will  occur  because  inflation  has  been 
kept  down. 

My  concern  is,  and  I  think  the  market's  concerns  are  that  when 
growth  occurs,  and  you  begin  to  get,  as  a  consequence,  credit  ex- 
pansion and  the  types  of  imbalances  which  historically  have  tended 
to  characterize  in  these  types  of  situations,  you  tend  to  get  inflation 
moving  up. 

The  reason  why  people  have  been  putting  their  money  into  in- 
struments reflecting  an  expectation  of  increased  inflation,  which  is 
what  they  have  been  doing,  is  because  history  is  very  persuasive 
on  this  issue. 

What  we  are  trying  to  do  is  to  effectively  remove  the  type  of  in- 
flationary processes  which  inhibit  growth.  We're  not  against 
growth.  On  the  contrary,  that's  precisely  the  reason  we're  endeav- 
oring to  do  this. 

Senator  Sarbanks.  For  years,  we  were  told  that  if  you  want  to 
bring  these  inflationary  expectations  under  control,  anci  if  you  want 
to  get  a  monetary  policy  that  will  provide  impetus  to  the  economy 
through  low-interest  rates,  do  something  about  the  Federal  budget 
deficit.  You've  sat  at  that  table  many  times  and  made  that  very 
point,  correct? 

Chairman  Grkp:nspan.  Correct. 

Senator  Sarbanks.  Correct. 

Well,  we've  done  something  about  that. 

It's  a  different,  an  important  different  element  in  the  economic 
policy  mix.  Yet  it's  not  being  given  a  lot  of  weight.  And  we're  right 


40 

back  now  in  a  situation  where,  with  a  constrained  fiscal  poHcy, 
we're  now  getting  a  constrained  monetary  policy  with  the  danger 
of  the  impact  of  that  upon  the  economy,  and  the  ordinary  people 
are  being  hit  and  hit  hard  by  this.  I  mean,  these  increases  in  inter- 
est rates  are  not  an  academic  exercise.  They  translate  into  real 
terms  for  ordinary  people. 

The  banks  took  the  prime  rate  up  immediately.  Small  businesses 
get  hit  with  it  right  away.  Consumer  costs  are  going  to  get  hit  with 
that  right  away.  We've  had  any  number  of  stories  now  about  people 
being  priced  out  of  the  housing  market.  We  have  some  concern  it's 
going  to  start  affecting  auto  and  truck  sales.  They're  now  paying 
higher  interest  rates,  so  all  of  these  carrying  charges  for  the  ordi- 
nary consumer  have  gone  up,  constraining  their  economic  situation. 
They  have  a  real  impact  on  people.  I  mean,  the  people  who  are 
going  to  buy  the  home  now  can't  do  it.  The  people  who  are  going 
to  build  the  home  now  don't  have  the  jobs. 

I'm  deeply  concerned  about  the  economic  impact  of  this  on  the 
broader  economy,  and  it's  a  concern  that's  obviously  broadly 
shared;  it's  not  unique  to  us  here  in  the  Congress.  As  I  said,  the 
Chamber  of  Commerce  and  the  AFL-CIO  have  gotten  on  the  same 
boat  on  this  particular  issue.  The  homebuilders,  of  course,  are  be- 
side themselves,  small  business  people,  and  we've  got  a  lot  of  good, 
knowledgeable  commentators  who  are  raising  very  serious  ques- 
tions about  what  the  Fed  is  doing  and  what  its'  impact  is  going  to 
be  on  the  economy. 

Well,  Mr.  Chairman,  thank  you  very  much. 

The  Chairman.  I  think  it's  important  that  we  have  this  kind  of 
a  discussion  today  because  the  sheer  act  of  changing  direction  in 
monetary  policy,  going  from  what  you've  described  as  an  overly  ac- 
commodative policy  for  a  period  of  time,  to  bring  it  back,  as  you 
would  describe  it,  to  neutral  is  a  change  in  the  signal  and  people 
react  to  that. 

And  I  think,  in  fact,  that  has  in  part  set  off  in  the  minds  of  some 
a  fear  of  inflationary  expectations.  In  other  words,  you  can  say  that 
you're  doing  it  even  though  you're  not  worried  about  inflation  right 
now,  and  it's  not  in  reaction  to  an  inflation  that's  peering  in  front 
of  us.  But  I  think  to  a  lot  of  people  out  there  who  don't  follow  the 
subtlety  of  that  message,  when  they  see  you  changing  direction, 
they  assume  that  there  must  be  some  buildup  of  inflationary  pres- 
sure, there's  some  ugly  surprise  coming  and  the  Fed  has  data  that 
tells  them  that,  so  they're  getting  the  jump  on  this,  and,  therefore, 
we'd  better  go  out  and  react  to  a  problem  that  really  is  there;  we 
just  don't  see  it  yet. 

Senator  Sarbanes.  Mr.  Chairman,  would  you  yield  on  that  very 
point? 

The  Chairman.  I  will  briefly,  then  I  want  to  get  back  to  it. 

Senator  Sarbanes.  The  homebuilders,  when  they  testified,  made 
this  statement  precisely  on  that  point,  and  I'm  quoting  them: 

We  also  feel  that  the  Federal  Reserve  assiduous  search  for  inflationary  pressures 
and  inflationary  expectations  and  the  Fed's  insistence  that  the  problems  are  devel- 
oping, despite  a  glaring  lack  of  evidence,  are  actually  feeding  inflationary  expecta- 
tions, and  are  also  convincing  the  markets  that  the  Fed  has  decided  to  continue 
tightening  monetary  policy  regardless  of  information  available  to  Congress,  the  Ad- 
ministration and  the  general  public. 
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The  Chairman.  I  think  today's  discussion,  if  anybody  will  take 
the  time  to  watch  it  on  C-Span  or  to  read  what  you  said,  I  think 
it's  quite  clear  that  you  have  not  found,  the  Fed  has  not  yet  found 
this  buildup  of  inflationary  pressure.  It's  not  happening  in  real 
time  to  any  degree  worth  talking  about.  I  don't  want  to  get  stuck 
at  great  length  on  it,  but  is  that  a  fair  statement? 

Chairman  Greenspan.  I  think  that's  a  fair  statement.  We  want 
to  make  certain  it  continues. 

The  Chairman.  So  you've  adjusted  your  policy  for  other  reasons. 
If  somebody  is  attributing  to  the  Fed  some  secret  knowledge  that 
you  have  seen  ahead  of  time  a  huge  burst  of  inflation,  that  would 
be  a  false  reading  by  them. 

Chairman  Greenspan.  That  is  correct,  Mr.  Chairman. 

The  Chairman.  I  think  that,  by  itself,  may  be  helpful,  at  least 
in  the  minds  of  some. 

What  I'm  most  interested  in,  and  what  I'd  like  to  finish  up  with, 
and  you  can't  speak  for  the  rest  of  the  members  of  the  Fed  or  for 
the  Open  Market  Committee,  but  have  we  adjusted  enough  here 
now?  Can  we  expect  that,  for  some  period  of  time,  at  least  for  sev- 
eral weeks,  that  we've  essentially  gotten  this  job  done  and  that 
we're  not  going  to  see  another  tightening  operation  here  that's 
going  to  slow  things  down  even  more? 

Chairman  Greenspan.  Mr.  Chairman,  I  can't  really  go  beyond 
the  statements  that  we  made  when  we  moved  on  May  17,  1994. 
Part  of  what  I  said  is,  and  I  quote: 

The  Federal  Reserve  will  continue  to  monitor  economic  and  financial  develop- 
ments to  judge  the  appropriate  stance  of  monetary  policy. 

That  may  not  be  saying  much,  but  that's  what  we  plan  to  do. 

[Laughter.] 

The  Chairman.  One  of  the  things  I've  tried  to  do  today,  and  I  lis- 
tened very  carefully  to  every  word  that  you  both  wrote  and  said, 
to  see  if,  in  what  you  were  presenting,  there  was  the  basis  in  obser- 
vation or  information  that  would  warrant  further  tightening  steps 
from  this  point. 

Unless  I  missed  something,  I  didn't  see  it  or  read  it.  In  other 
words,  if  there's  a  body  of  information  that's  relevant  and  impor- 
tant that  we  ought  to  be  thinking  about  in  a  public  sense,  not  just 
behind  closed  doors  somewhere,  but  on  a  matter  of  this  significance 
to  the  country  and  every  citizen  in  the  country,  if  there  is  a  con- 
tinuing keen  concern  and  problem  here,  either  having  to  do  with 
false  expectations  in  the  financial  markets  which  you  say  now  you 
think  you've  essentially  gone  quite  far  in  dealing  with,  or  in  the 
buildup  of  inflationary  pressures,  or  people  who  are  getting  faked 
out  and  thinking  that  they're  coming  when,  in  fact,  they're  not,  it 
looks  to  me  as  if;  with  the  four  steps  you've  taken  here,  you've  real- 
ly dealt  with  that. 

Now,  if  there's  something  more  that  we  need  to  know  about  that 
you  haven't  mentioned  or  hasn't  been  illuminated,  that  we  need  to 
be  worrying  about  beyond  what  you've  mentioned,  and  presumably 
we've  already  in  a  sense  taken  steps  to  deal  with,  I  think  you  have 
to  give  us  some  sense  of  that. 

Chairman  Greenspan.  I've  tried  to  explain,  as  best  as  I  can  in 
the  formal  remarks  and  in  the  questions  here,  what  we're  up  to 
and  what  we're  trying  to  do. 


42 

I  don't  know  if  I  can  proceed  very  much 

The  Chairman.  Well,  I  think  there  are  a  lot  of  people  in  the 
country,  and  I  don't  leave  us  out  of  it  for  the  moment  up  here, 
we're  trying  to  speak  for  the  people  who  send  us  here,  but  I'm 
hearing  from  an  awful  lot  of  people  across  the  spectrum,  from 
major  company  leaders  to  small  business  leaders,  to  citizens,  to  se- 
rious economists  across  the  spectrum  politically  who  really  feel  that 
because  there  is  so  much  that's  changed  that  it  probably  would  be 
wise  here  to  let  us  digest  these  changes  that  you've  set  in  motion. 
Let  them  settle  out  a  bit.  Let's  let  the  economy  breathe  here  and 
absorb  the  change  in  signals  and  circumstance,  and  see  what  devel- 
ops before  we  continue  to  bring  the  hammer  down  with  further  rate 
increases  that  we  know,  in  fact,  will  slow  the  economy. 

Now,  it's  a  judgment  call  and  you  have  one  vote  and  one  voice. 
You  have  the  biggest  vote  and  the  biggest  voice  in  that  decision, 
but  I'm  struck  by  how  many  serious  people,  and  I'm  not  talking 
about  the  traders;  I'm  not  just  talking  about  the  Wall  Street  crowd, 
who  have  gotten  themselves  into  leveraged  positions  and  in  high- 
risk  positions  where  play  for  them  is  going  to  work  better  if  inter- 
est rates  continue  to  go  up.  I'm  not  talking  about  them.  I'm  leaving 
them  out  of  the  picture  here.  I'm  talking  about  everybody  else.  I 
think  I'm  discerning  something  of  a  growing  consensus  or  point  of 
view  among  that  crowd  that  with  as  much  uncertainty  as  you, 
yourself,  describe  here,  that  we  probably  ought  to  proceed  slowly 
from  this  point  forward  and  let's  see  how  what  has  been  done  here 
actually  plays  out  in  the  real  economy. 

Let's  give  this  policy  adjustment  now,  which  has  four  steps  al- 
ready implemented  in  it,  a  chance  to  work  before  we  make  any 
more  assumptions  one  way  or  another.  Because  I  think  the  ques- 
tion that  Senator  Sarbanes  was  raising,  as  to  where  the  growth 
rate  is  that's  achievable  without  inflationary  growth,  is  a  very  im- 
portant issue,  and  you  agree  with  that.  I  mean,  we  want  to  try  to 
get  as  close  to  that  as  we  responsibly  can,  and  I  think  that's  where 
we  all  come  together  is  around  that  proposition. 

Chairman  Greenspan.  I  agree  with  that. 

The  Chairman.  In  any  event,  you're  going  to  have  to  make  your 
own  judgments,  but  you've  had  a  chance  to  hear  some  of  our  views 
today,  and  we've  had  a  chance  to  hear  yours.  And  I  appreciate  the 
effort  that  you've  made  to  lay  out  your  thinking  and  the  thinking 
of  the  Fed  at  this  point. 

The  Committee  stands  in  recess. 

[Whereupon,  at  1:05  p.m.,  Friday,  May  27,  1994,  the  Committee 
was  adjourned,  subject  to  call  of  the  Chair.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  for  the  record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Thank  you,  Mr.  Chairman,  for  convening  this  important  hearing  today;  and  thank 
you.  Chairman  Greenspan  for  agreeing  to  testify. 

It  will  certainly  come  as  no  surprise  to  you,  Chairman  Greenspan,  that  as  a  Mem- 
ber from  Connecticut,  I  am  very  concerned  about  the  impact  of  recent  interest  rate 
increases  on  my  State  and  the  New  England  region. 

My  fears  might  best  be  described  using  a  seasonal  analogy.  Before  the  recent  Fed 
actions,  the  economic  recovery  in  Connecticut  and  much  of  New  England  had  moved 
into  late  winter.  While  I  could  see  buds  on  some  of  the  trees,  nothing  was  blooming 
yet.  But  spring  was  right  around  the  corner.  With  just  a  little  more  of  the  weather 
we  were  having,  blossoms  were  sure  to  emerge. 

Then  the  Federal  Reserve  stepped  in  and  sent  a  prolonged  cold  spell  our  way,  sen- 
tencing us  to  many  more  months  of  winter.  In  fact,  I'm  afraid  that  this  last  rate 
increase  might  have  been  the  bone  chilling  late  winter/early  spring  frost  that  kills 
all  the  emerging  growth. 

Despite  what  others  may  think,  I  know  the  F'ed  doesn't  control  the  weather.  And 
I  know  that  monetary  policy  decisions  arc  made  with  respect  to  the  national  picture, 
not  one  State  or  region.  However,  I  question  whether  the  monetary  policy  instruc- 
tion manual  we  are  using  is  outdated  given  the  new  world  economic  order.  With  our 
domestic  economy  so  intertwined  with  and  impacted  by  the  international  economy — 
in  exactly  what  ways  we're  not  sure — how  certain  is  the  Fed  about  the  nature  and 
origins  of  the  "inflation"  it  is  fighting?  Are  our  traditional  gauges  of  inflation  and 
economic  growth  still  relevant?  Have  we  identified  the  rignt  enemy  and  are  we 
fighting  the  right  battle? 

As  a  Member  from  a  State  and  a  region  that  have  been  economically  devastated 
over  the  last  several  years  and  have  yet  to  recover,  I  am  very  concerned  about  the 
direction  in  which  we  are  headed.  Many  people's  economic  livelihoods  are  at  stake 
and  they  are  extremely  worried  about  the  future.  Are  the  risks  of  infiation  in  some 
regions  so  great  that  it's  worth  subjecting  others  to  yet  more  economic  devastation? 

I  am  very  interested  in  your  response,  Chairman  Greenspan. 


PREPARED  STATEMENT  OF  ALAN  GREENSPAN 

Chairman,  Board  of  Governors  of  the  Federal  Reserve  System 

Mr.  Chairman  and  Members  of  the  Committee,  I  appreciate  the  opportunity  to  ap- 
pear before  you  to  discuss  recent  monetary  policy. 

The  Federal  Reserve's  moves  to  increase  short-term  interest  rates  this  year  are 
most  appropriately  understood  in  an  historical  context. 

In  the  spring  of  1989,  we  began  to  ease  monetary  conditions  as  we  observed  the 
consequence  of  balance-sheet  strains  resulting  from  increased  debt,  along  with  sig- 
nificant weakness  in  the  collateral  underlying  that  debt.  Households  and  businesses 
became  much  more  reluctant  to  borrow  and  spend,  and  lenders  to  extend  credit — 
a  phenomenon  often  referred  to  as  the  "credit  crunch."  In  an  endeavor  to  defuse 
these  financial  strains,  we  moved  short-term  rates  lower  in  a  long  series  of  steps 
through  the  summer  of  1992,  and  we  held  them  at  unusually  low  levels  through  the 
end  01  1993 — both  absolutely  and,  importantly,  relative  to  infiation.  These  actions, 
together  with  those  to  reduce  budget  deficits,  facilitated  a  significant  decline  in  long- 
term  rates  as  well. 

Lower  interest  rates  fostered  a  dramatic  improvement  in  the  financial  condition 
of  borrowers  and  lenders.  Households  rolled  outstanding  mortgage  and  consumer 
loans  into  much-lower-rate  debt.  Business  firms  were  able  to  pay  down  high-cost 
debt  by  issuing  bonds  and  stocks  on  very  favorable  terms.  Ana  banks,  which  had 
cut  back  on  credit  availability  partly  because  of  their  own  balance-sheet  problems, 
were  able  to  strengthen  their  capital  positions  by  issuing  a  sub.stantial  volume  of 
equity  shares  and  other  capital  instruments  and  by  retaining  much  of  their  im- 
proved flow  of  earnings.  Moreover,  the  lower  interest  rates,  together  with  expanding 
economic  activity,  recently  have  bolstered  the  commercial  real  estate  market,  stem- 
ming losses  on  the  collateral  underlying  some  of  the  largest  problem  credits  of  banks 
and  other  intermediaries  and,  in  some  cases,  permitting  them  to  find  purchasers  for 
these  assets. 

The  sharp,  sustained  decline  in  debt-service  charges  and  the  restructuring  of  bal- 
ance sheets  alleviated  the  financial  distress,  enabling  the  economy  to  begin  to  move 
again  in  a  normal  expansionary  pattern.  When  I  last  testified  before  you  on  mone- 
tary policy  in  July  1993,  the  likelihood  that  the  economy  would  soon  respond  more 
vigorously  to  these  financial  developments  already  was  evident  both  to  the  Federal 
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Reserve  and  to  outside  analysts.  Indeed,  I  mentioned  that,  with  short-term  real 
rates  not  far  from  zero,  ".  .  .  market  participants  anticipate  that  short-term  real  in- 
terest rates  will  have  to  rise  as  the  headwinds  diminisn  if  substantial  inflationary 
imbalances  are  to  be  avoided."  But  lingering  questions  into  the  second  half  of  1993 
about  whether  the  economy  had  fully  recuperated  made  the  appropriate  timing  of 
such  action  unclear. 

Since  the  latter  part  of  1993,  however,  the  expansionary  effects  of  the  monetary 
policy  of  the  past  few  years  have  become  increasingly  apparent.  Although  quarter- 
to-quarter  developments  are  subject  to  considerable  statistical  noise,  in  an  underly- 
ing sense  real  GDP  clearly  has  accelerated.  Strength  has  been  particularly  evident 
in  interest-sensitive  sectors.  Business  investment  has  been  quite  robust,  and  order 
books  for  producers  of  durable  equipment  have  expanded  appreciably.  Housing 
starts  rose  in  the  last  3  months  of  1993  to  their  highest  level  in  over  4  years;  al- 
though they  have  dropped  back  some  more  recently,  they  remain  18  percent  above 
a  year  ago.  Demand  for  motor  vehicles  has  been  strong,  lifting  production  of  many 
types  of  automobiles  and  light  trucks  to  capacity.  Moreover,  as  economic  conditions 
have  improved  in  other  industrial  countries,  the  growth  of  our  merchandise  exports 
has  picked  up  markedly.  Overall  industrial  utilization  has  increased  to  83V2  per- 
cent, its  highest  level  since  the  late  1980's.  In  excess  of  two  million  jobs  have  been 
created  over  the  past  12  months,  and  the  unemployment  rate  has  fallen  substan- 
tially. 

In  this  more  robust  financial  and  economic  climate,  expansion  of  money  and  credit 
has  picked  up.  Business  loans — which  had  contracted  over  the  1990-93  period — 
grew  at  a  9V'2  percent  annual  rate  in  the  first  4  months  of  1994.  Bank  lending  to 
consumers  also  has  been  quite  brisk.  The  pickup  in  loan  growth  seems  to  reflect 
both  stepped-up  short-term  credit  demands  as  well  as  a  greater  willingness  on  the 
part  of  banks  to  extend  credit.  Our  surveys  as  well  as  anecdotal  reports  indicate 
that  banks  have  been  easing  standards  and  terms  on  business  loans  for  more  than 
a  year,  and  they  have  become  more  aggressive  in  seeking  to  extend  consumer  and 
residential  mortgage  loans.  The  total  debt  of  private  borrowers  and  State  and  local 
governments,  which  had  risen  at  only  a  2V2  percent  annual  rate  over  the  first  half 
of  1993,  accelerated  to  more  than  a  4V2  percent  rate  over  the  second  half  and  has 
maintained  the  stronger  pace  during  recent  months.  Although  ongoing  portfolio  ad- 
justments have  kept  growth  in  M2  relatively  sluggish,  it  has  been  increasing  a  little 
more  quickly  this  year  than  last. 

Given  the  stronger  economic  and  financial  conditions,  it  became  evident  by  early 
1994  that  the  mission  of  monetary  policy  of  the  last  few  years  had  been  accom- 
plished. The  "headwinds"  were  substantially  reduced,  and  the  expansion  appeared 
solid  and  self-sustaining. 

Having  met  our  objective,  we  confronted  the  question  of  whether  there  was  any 
reasonable  purpose  in  maintaining  the  stimulative  level  of  interest  rates  held 
throughout  1993.  The  answer  to  that  question  was  no.  Maintenance  of  that  degree 
of  accommodation,  history  shows,  would  have  posed  a  risk  of  mounting  inflationary 
pressures  that  we  perceived  as  wholly  unacceptable.  Given  the  resumption  of  more 
normal  patterns  of^  economic  activity  and  credit  fiows,  a  shift  in  policy  stance  was 
clearly  indicated. 

The  question  that  remained  was  how  to  implement  this  shift.  The  economy  looked 
quite  robust,  but  we  were  concerned  about  the  effects  on  financial  markets  of  a 
rapid  move  away  from  accommodation.  Short-term  rates  had  remained  unusually 
low  for  a  long  time,  and  long-term  rates  persisted  well  above  short-term  rates.  The 
resulting  attractiveness  of  holding  stocks  and  bonds  was  further  enhanced  by  a 
nearly  unbroken  stream  of  capital  gains  as  long-term  rates  fell,  which  imparted  the 
false  impression  that  not  only  were  returns  on  long-term  investments  quite  high, 
but  consistently  so.  The  recovery  of  the  stock  market  after  the  October  1987  crash, 
along  with  the  successful  fending  off  of  any  significant  adverse  consequences  from 
that  event  may  also  have  contributed  to  investor  complacency.  Moreover,  in  these 
extraordinary  circumstances  of  persistent,  low  short-term  interest  rates,  moderate 
growth  in  the  economy,  and  gradually  diminishing  market  concerns  about  future  in- 
flation, fluctuations  in  bond  and  stock  prices  around  broader  trends  remained  quite 
narrow  by  historical  standards. 

Thus,  lured  by  consistently  high  returns  in  capital  markets,  people  exhibited  in- 
creasing willingness  to  take  on  market  risk  by  extending  the  maturity  of  their  in- 
vestments. In  retrospect,  it  is  evident  that  all  sorts  of  investors  made  this  change 
in  strategy — from  the  very  sophisticated  to  the  much  less  experienced.  One  espe- 
cially notable  feature  of  the  shift  was  the  large  and  accelerating  pace  of  fiows  into 
stock  and  bond  mutual  funds  in  recent  years.  In  1993  alone,  $281  billion  moved  into 
these  funds,  representing  the  lion's  share  of  net  investment  in  the  U.S.  bond  and 
stock  markets.  A  significant  portion  of  the  investments  in  longer-term  mutual  funds 
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undoubtedly  was  diverted  from  deposits,  money  market  funds,  and  other  short-term, 
lower  yielding,  but  less  speculative  instruments.  And,  some  of  those  buying  the 
funds  perhaps  did  not  fully  appreciate  the  exposure  of  their  new  investments  to  the 
usual  fluctuations  in  bond  ana  stock  prices.  To  the  degree  maturity  extension  was 
built  on  a  false  sense  of  security  and  certainty,  it  posed  a  risk  to  financial  markets 
once  that  sense  began  to  dissipate. 

Federal  Reserve  moves  initiated  in  F'cbruary  along  with  a  number  of  other  devel- 
opments in  the  United  States  and  other  major  industrial  economies  in  the  same  jae- 
riod  were  instrumental  in  radically  altering  perceptions  of  where  interest  rates  were 
going  and  of  the  risk  of  holding  longer-term  assets.  In  early  February,  we  had 
tnought  long-term  rates  would  move  a  little  higher  temporarily  as  we  tightened,  but 
that  anticipation  was  in  the  context  of  expectations  of  a  more  moderate  pace  of  eco- 
nomic activity  both  here  and  abroad  than  emerged  shortly  thereafler.  The  sharp 
jump  in  rates  that  occurred  appeared  primarily  to  reflect  the  dramatic  rise  in  mar- 
Ket  expectations  of  economic  growth  and  associated  concerns  about  possible  future 
inflation  pressures.  The  behavior  of  interest  rate  spreads  between  Treasury  and  pri- 
vate debt — or  credit  risk  premiums — in  securities  markets  ofTers  confirming  evi- 
dence; the  fact  that  such  spreads  failed  to  widen  even  as  long-term  interest  rates 
rose  dramatically  suggests  tnat  the  rise  in  long-term  rates  was  seen  by  market  par- 
ticipants as  a  consequence  of  a  strong  economy — not  a  precursor  oi  a  weak  one. 
Given  the  change  in  economic  conditions,  and  the  market's  perception  of  them, 
longer-term  rates  eventually  would  have  increased  significantly  even  had  the  Fed- 
eral Reserve  done  nothing  this  year. 

The  rise  in  long-term  rates  has  refiected  increased  uncertainty  as  well  as  expecta- 
tions of  a  stronger  economy.  While  generally  expected,  the  move  from  accommoda- 
tion, interacting  with  the  news  on  the  domestic  and  global  economy,  triggered  a  re- 
examination by  investors  of  their  overly  sanguine  assumptions  about  price  risk  in 
longer-term  financial  assets.  As  volatility  and  uncertainty  increased,  people  began 
to  reverse  their  previous  maturity  extensions.  They  fied  toward  more  price-certain 
investments  at  tne  short  end  of  the  yield  curve.  For  example,  some  fiows  into  bond 
mutual  funds  were  reversed;  investors,  fearing  further  rate  increases  and  awaken- 
ing to  the  nature  of  the  risk  they  had  taken  on,  shifted  funds  back  into  shorter- 
term  money  market  mutual  funds  and  deposits.  The  sales  of  securities  by  bond  mu- 
tual funds  likely  contributed  to  pressures  on  yields,  especially  in  markets  in  which 
they  had  been  important  buyers. 

Such  reduced  confidence  about  predictions  of  future  interest  rate  movements  evi- 
dently is  a  key  element  in  explaining  one  of  the  more  unusual  characteristics  of  fi- 
nancial market  developments  in  this  recent  period — the  apparent  degree  of  coupling 
of  bond  rates  in  many  industrial  countries  facing  different  cyclical  situations.  To  be 
sure,  part  of  the  rise  in  long-term  rates  in  other  countries  is  accounted  for  by  bright- 
er economic  prospects,  especially  in  Continental  Europe  and  to  some  extent  in 
Japan,  so  that  market  participants  now  expect  less  monetary  policy  ease  in  those 
regions. 

But,  added  to  this  were  the  effects  of  additional  uncertainty.  In  globalized  finan- 
cial markets,  with  investors  having  increasingly  diversified  portfolios  across  cur- 
rencies, uncertainty,  wherever  it  originates,  can  nave  similar  effects  on  markets  for 
securities  denominated  in  a  variety  of  currencies.  WTicn  investors  were  confronted 
with  a  market  environment  they  did  not  anticipate,  they  quickly  disengaged  not 
only  from  dollar  assets,  but  from  all  investments  that  rested  on  a  confident  view 
of  the  future.  The  loss  of  confidence  in  one's  ability  to  perceive  the  future  does  not 
discriminate  between  investments  in  dollar-  or  mark-denominated  securities,  for  ex- 
ample. The  process  of  disengaging  largely  resulted  in  sales  of  stocks  and  bonds  with 
the  proceeds  placed  in  short-term  debt  instruments  who.se  prices  tend  to  be  more 
stable.  As  a  consequence  long-term  rates  rose  appreciably  in  most  industrial  coun- 
tries. That  the  effects  of  decreased  confidence  partially  overrode  the  differences  in 
economic  conditions  between  the  United  States  and  our  major  trading  partners  is 
evidence  of  the  degree  of  uncertainty  in  financial  markets. 

Because  we  at  the  Fed  were  concerned  about  sharp  reactions  in  markets  that  had 
grown  accustomed  to  an  unsustainable  combination  of  high  returns  and  low  vola- 
tility, we  chose  a  cautious  approach  to  our  policy  actions,  moving  by  small  amounts 
at  first.  Members  of  the  FOMC  agreed  that  excess  monetary  accommodation  had  to 
be  eliminated  expeditiously,  and  a  rapid  shift  would  not  in  itself  have  been  expected 
to  destabilize  the  economy.  We  recognized,  however,  that  our  shiR  could  impart  un- 
certainty to  markets,  and  many  of  us  were  concerned  that  a  large  immediate  move 
in  rates  would  create  too  big  a  dose  of  uncertainty,  which  could  destabilize  the  fi- 
nancial system,  indirectly  affecting  the  real  economy.  In  light  of  the  substantial 
variations  in  prices  of  financial  assets  over  the  last  few  months  as  we  adjusted  our 
posture,  our  worries  seem  to  have  been  justified.  Delaying  our  actions  would  not 
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have  been  constructive;  unrealistic  expectations  would  only  have  become  more  firm- 
ly embedded  and  the  inevitable  adjustment  in  the  financial  markets  could  have  been 
far  more  difficult  to  contain.  Through  this  period,  many  of  those  who  had  purchased 
long-term  securities  with  unduly  optimistic  expectations  about  the  level  and  fluctua- 
tions in  yields  have  made  the  needed  adjustments.  Thus,  we  judged  at  our  May  17th 
meeting  that  we  could  initiate  a  larger  adjustment,  without  an  undue  adverse  mar- 
ket reaction.  Indeed,  markets  reacted  quite  positively,  on  balance,  perhaps  because 
they  saw  timely  action  as  reducing  the  degree  and  frequency  of  tightening  that 
might  be  needed  in  the  future. 

We  initiated  the  removal  of  excess  monetary  accommodation  without  widespread 
indications  that  inflation  has  picked  up.  To  be  sure,  manufacturers  have  reported 
paying  higher  prices  to  suppliers,  and  prices  of  basic  industrial  commodities  have 
risen  a  good  deal  in  recent  months.  Moreover  the  behavior  of  the  dollar  on  foreign 
exchange  markets  over  the  past  several  months  has  been  a  source  of  some  concern. 
But  wage  growth  has  remained  moderate  and  unit  labor  costs  well  contained  by 
marked  improvements  in  productivity.  To  date,  underlying  cost  increases  have  been 
absorbed  with  little  evidence  that  they  have  yet  passed  through  into  prices  for  final 
products. 

If  we  are  successful  in  our  current  endeavors,  there  will  not  be  an  increase  in 
overall  inflation,  and  trends  toward  price  stability  will  be  extended.  And  to  be  suc- 
cessful, we  must  implement  the  necessary  monetary  policy  adjustments  in  advance 
of  the  potential  emergence  of  inflationary  pressures,  so  as  to  forestall  their  actual 
occurrence.  Shifts  in  the  stance  of  monetary  policy  influence  the  economy  and  infla- 
tion with  a  considerable  lag,  as  long  as  a  year  or  more.  The  challenge  of  monetary 
policy  is  to  interpret  current  data  on  the  economy  and  financial  markets  with  an 
eye  to  anticipating  future  inflationary  or  contractionary  forces  and  to  countering 
them  by  taking  action  in  advance. 

The  alternative — maintaining  an  accommodative  monetary  policy  until  inflation 
actually  begins  to  pick  up — would  be  detrimental  to  the  best  interests  of  our  Na- 
tion's economy.  History  unequivocally  demonstrates  that  monetary  accommodation 
when  the  economy  is  strong  risks  a  significant  acceleration  of  inflation.  Because  of 
the  lags  in  the  effects  of  monetary  policy,  inflation  once  initiated  would  likely  con- 
tinue to  rise  for  a  time  even  afler  monetary  policy  began  to  tighten.  Inflationary  ex- 
pectations would  begin  to  increase,  influencing  patterns  of  wage  bargaining  and  in- 
terest rates.  As  a  result,  monetary  policy  would  need  eventually  to  tighten  more 
sharply  than  if  a  more  timely  and  measured  approach  is  taken,  possibly  even  plac- 
ing the  continuation  of  the  economic  expansion  at  risk.  Such  go-stop  policies — imply- 
ing appreciable  fluctuations  in  inflation  rates  and  amplified  business  cycle  swings — 
surely  impede  long-range  economic  planning,  saving,  and  investment,  and  diminish 
our  economy's  prospects  for  long-run  gT^owth  and  our  ability  to  employ  our  growing 
labor  force. 

We  have  attempted  to  avoid  such  an  outcome  by  taking  actions  this  year  that 
have  substantially  removed  the  degree  of  accommodation  that  had  been  in  place  last 
year.  Our  judgment  was  that  with  the  financial  condition  of  both  borrowers  and 
lenders  greatly  improved,  such  action  would  not  impede  satisfactory  economic 
growth,  but  rather  would  help  such  growth  to  be  sustained.  Clearly,  uncertainties 
regarding  the  economic  outlooK  remain,  and  the  Federal  Reserve  will  need  to  mon- 
itor economic  and  financial  developments  to  judge  the  appropriate  stance  of  mone- 
tary policy.  Our  intention  is  to  promote  financial  conditions  under  which  our  econ- 
omy can  grow  at  its  greatest  potential,  consistent  with  steady,  non-inflationary  ex- 
pansion of  employment  and  incomes. 


47 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  ALAN  GREENSPAN 

Q.l.  You  have  promptly  and  publicly  announced  each  of  the  Fed's 
4  interest  rate  increases  this  year.  I  think  we  have  seen  that  that 
works  well.  Can  you  assure  us  that  the  Fed  will  continue  to  an- 
nounce such  changes  in  the  future? 

A.1.  The  Federal  Reserve  instituted  provisionally  the  practice  of 
announcing  changes  in  its  operating  stance.  We  have  been  pleased 
with  the  results  so  far.  All  market  participants  receive  accurate  in- 
formation at  the  same  time  and  on  the  same  basis  regarding  the 
stance  of  monetary  policy.  We  will  continue  to  evaluate  carefully 
the  results  of  this  procedure. 

Q.2.  Several  months  ago,  in  response  to  requests  for  the  release  of 
the  minutes  of  Federal  Open  Market  Committee  meetings,  you  an- 
nounced that  you  would  release  them  with  a  5-year  lag,  starting 
with  the  1989  meetings,  and  earlier  meetings  on  a  gradual  basis 
going  backward.  So  far,  you  have  released  minutes  from  meetings 
in  the  second  half  of  1988.  When  can  we  expect  to  receive  more? 

A.2.  The  Federal  Reserve  released  transcripts  from  the  second  half 
of  1987  and  the  first  half  of  1988  on  July  1,  1994.  Fed  staff  have 
been  working  to  prepare  transcripts  for  the  first  half  of  1987.  These 
documents  are  expected  to  be  released  by  the  end  of  August. 

Q.3.  Current  projections  indicate  that  deposit  insurance  premiums 
for  banks  are  likely  to  decline  sharply  within  the  next  2  years,  as 
the  Bank  Insurance  Fund  achieves  its  required  minimum  reserve 
ratio.  That  could  imply  that  premiums  for  thrifts  will  need  to  re- 
main 15  to  20  basis  points  higher  for  many  years.  Do  such  large 
premium  differences  over  a  long  period  of  time  pose  any  significant 
dangers? 

A.3.  If  it  becomes  clear  that  SAIF-insured  thrift  institutions  need 
to  pay  large  premiums  relative  to  BIF-insured  institutions  over  a 
long  period  of  time,  the  SAIF-insured  institutions  would  be  at  a 
competitive  disadvantage  and  would  have  strong  incentives  to  con- 
vert to  BIF  or  to  reduce  their  reliance  on  insured  deposits.  Cur- 
rently, there  is  a  moratorium  on  conversions  from  one  insurance 
fund  to  another  which  precludes  SAIF-insured  institutions  from 
seeking  BIF  insurance.  The  moratorium  will  expire  only  after  SAIF 
is  recapitalized,  which  is  not  expected  to  happen  before  the  year 
2000.  Once  the  moratorium  expires,  the  likelihood  of  a  SAIF-mem- 
ber  converting  to  BIF  insurance  will  be  influenced  by  the  fee  for 
exiting  SAIF  and  the  fee  for  entering  BIF,  weighted  against  the 
cost  of  the  premium  difference. 

In  the  near-term,  SAIF-institutions  are  more  likely  to  focus  on 
reducing  their  holdings  of  insured  deposits  using  Federal  Home 
Loan  Bank  advances  or  repurchase  agreements.  A  reduced  reliance 
on  insured  deposits  could  lead  to  an  eroding  insurance  assessment 
base  that  would  require  the  FDIC  to  raise  SAIF  assessment  rates 
even  higher,  further  contributing  to  the  erosion  of  the  assessment 
base,  while  it  is  difficult  to  predict  the  magnitude  of  this  potential 
erosion,  at  some  point  the  difference  between  the  SAIF  and  BIF  as- 
sessment rates  might  be  high  enough  to  threaten  the  competitive- 
ness of  marginal  divestment. 
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At  the  end  of  1993,  there  were  1,930  SAIF-insured  institutions 
holding  $757  billion  in  assets.  Over  1,800  of  these  institutions  are 
well-capitalized.  It  would  be  unfortunate  if  the  recovery  of  the  sav- 
ings and  loan  industry,  and  the  SAIF  insurance  fund,  were  im- 
peded by  a  significant  actual  (or  potential)  differential  between  BIF 
and  SAIF  deposit  assessment  rates. 

Q.4.  The  Federal  Reserve  Board  recently  approved  a  merger  appli- 
cation by  BB&T  Financial  Corporation  after  FDIC  examiners  found 
substantive  instances  of  racial  discrimination  in  that  institution's 
lending  decisions.  What  consideration  did  the  Fed  give  to  these 
charges  in  the  process  of  evaluating  the  merger  proposal? 

A.4.  As  seen  by  the  attached  May  23,  1994,  Order  approving 
BB&Ts  merger  of  three  existing  subsidiary  thrifts  into  its  lead 
bank,  the  Board  gave  significant  consideration  to  the  issues  raised 
by  the  FDIC  in  its  April  12,  1993,  examination  report  of  Branch 
Banking  and  Trust  Company,  Wilson,  NC  (BB&T-NC).  As  noted  in 
the  Order,  the  FDIC  rated  the  bank's  CRA  performance  as  "satis- 
factory" but  noted  substantive  but  isolated  instances  of  disparate 
treatment  involving  three  of  the  bank's  minority  loan  applicants  in 
apparent  violation  of  the  Fair  Housing  Act  (FHA)  and  the  Equal 
Credit  Opportunity  Act  (ECOA).  (The  three  apparent  violations  oc- 
curred in  1992  and  were  among  18,229  HMDA-related  applications 
received  by  BB&T-NC.)  The  Order  also  discusses  the  initiatives  of 
BB&T-NC  to  strengthen  its  compliance  with  fair  lending  laws.  (See 
Order  for  description  of  initiatives.) 

It  should  be  noted  that  the  application  before  the  Board  involved 
an  "Oakar"  transaction  which  also  required  approval  of  the  BB&T- 
NC's  primary  regulator,  the  FDIC.  As  the  Order  notes,  the  FDIC, 
the  agency  that  had  uncovered  the  apparent  violations  of  FHA  and 
ECOA,  had  approved  the  merger  proposals  of  BB&T-NC  by  the 
time  the  Board  acted  on  the  applications  before  it.  (On  May  23, 
1994,  the  Board  also  approved  another  application  by  BB&T  to  ac- 
quire L.S.B.  Bancshares,  Inc.,  of  South  Carolina.  See  attached 
Order.) 

Q.5.  I  understand  that  the  Federal  Reserve  intends  to  bid,  in  com- 
petition with  a  number  of  private  organizations,  to  serve  as  central 
processor  for  the  new  Electronic  Federal  Tax  Payment  System.  Did 
the  Treasury  request  that  the  Fed  submit  a  bid,  or  is  the  Fed  ac- 
tively seeking  this  new  role  on  its  own?  Given  that  in  undertaking 
this  new  role  the  Fed  would  be  replacing  private  sector  entities, 
which  currently  handle  these  tax  payments,  wouldn't  it  be  consist- 
ent with  the  spirit  of  the  Monetary  Control  Act  for  the  Fed  to  in- 
clude in  its  bid  a  private  sector  adjustment  factor,  regardless  of 
whether  the  Treasury  determines  that  the  Fed  would  be  acting  in 
a  fiscal  agency  capacity? 

A.5.  The  Treasury  did  not  ask  the  Federal  Reserve  Banks  to  sub- 
mit a  response  to  the  Invitation  for  Expressions  of  Interest  (lEI). 
The  Board  has  decided  that  the  Reserve  Banks  will  not  submit  a 
response  to  the  lEI.  The  scope  of  responsibilities  defined  in  the 
Treasury's  lEI  does  not  represent  the  best  role  for  the  central  bank 
in  the  tax  collection  mechanism  and  is  much  broader  than  the  Fed- 
eral Reserve's  traditional  central  banking  and  fiscal  agency  respon- 
sibilities. 
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FEDERAL  RESERVE    press  release 


For  immediate  release 


May  23,  1994 


The  Federal  Reserve  Board  today  announced  its  approval  of  the 
application  of  BB&T  Financial  Corporation,  Wilson,  North  Carolina,  and  its 
wholly  owned  subsidiary,-  BB&T  Financial  Corporation  of  South  Carolina, 
Greenville,  South  Carolina,  to  merge  with  LS.B.  Bancshares,  Inc.  of  South 
Carolina,  Lexington,  South  Carolina,  and  thereby  indirectly  acquire  LSB's 
subsidiary  banks.  The  Lexington  State  Bank;  Lexington.  South  Carolina  and 
The  Community  Bank  of  South  Carolina,  Varnviile,  South  Carolina. 

Attached  is  the  Board's  Order  relating  to  this  action. 


Attachment 
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FEDERAL  RESERVE  SYSTEM 

BB&T  Financial  Corporation,  Wilson,  North  Carolina 
Order  Approving  the  Acqlisition  of  a  Bank  Holding  Company 

BB&T  Financial  Corporation,  Wilson,  North  Carolina  ("BB&T"), 
and  its  wholly-owned  subsidiary,  BB&T  Financial  Corporation  of 
South  Carolina,  Greenville,  South  Carolina  ("BB&T-SC"),  bank 
holding  companies  within  the  meaning  of  the  Bank  Holding  Com- 
pany Act  ("BHC  Act"),  have  applied  for  the  Board's  approval  under 
section  3  of  the  BHC  Act  (12  U.S.C.  §  1842)  to  merge  with  L.S.B. 
Bancshares,  Inc.  of  South  Carolina,  Lexington,  South  Carolina 
("LSB"),  and  thereby  indirectly  acquire  LSB's  subsidiary  banks, 
The  Lexington  State  Bank,  Lexington,  South  Carolina,  and  The 
Community  Bank  of  South  (Carolina,  Varnville,  South  Carolina.^ 

Notice  of  the  application,  affording  interested  persons  an  oppor- 
tunity to  submit  comments,  has  been  published  (59  Federal  Regis- 
ter 13,323  (1994)).  The  time  for  filing  comments  has  expired,  and 
the  Board  has  considered  the  application  and  all  comments  re- 
ceived in  light  of  the  factors  set  forth  in  section  3(c)  of  the  BHC 
Act. 

BB&T,  with  total  deposits  of  $6.3  billion,  controls  two  banking 
subsidiaries  located  in  North  Carolina  and  South  Carolina.  BB&T 
is  the  ninth  largest  bank  holding  company  in  South  Carolina,  con- 
trolling total  deposits  of  $437.3  million,  representing  approximately 
2.1  percent  of  total  deposits  in  commercial  banking  organizations 
in  the  State. ^  LSB  is  the  sixth  largest  commercial  banking  organi- 
zation in  South  Carolina,  controlling  $573.7  million  in  deposits, 
representing  2.8  percent  of  total  deposits  in  commercial  banks  in 
the  State.  Upon  consummation  of  BB&T's  acquisition  of  LSB, 
BB&T  would  become  the  fifth  largest  commercial  banking  organi- 
zation in  South  Carolina,  controlling  $1  billion  in  deposits,  rep- 
resenting 4.9  percent  of  the  total  deposits  in  commercial  banks  in 
South  Carolina. 

Douglas  Amendment 

Section  3(d)  of  the  BHC  Act,  the  Douglas  Amendment,  prohibits 
the  Board  from  approving  an  application  by  a  bank  holding  com- 
pany to  acquire  control  of  any  bank  located  outside  of  the  bank 
holding  company's  home  State,  unless  such  acquisition  is  "specifi- 
cally authorized  by  the  statute  laws  of  the  State  in  which  such 
bank  is  located,  by  language  to  that  effect  and  not  merely  by  impli- 
cation."^ For  purposes  of  the  Douglas  Amendment,  the  home  State 
of  BB&T  is  North  Carolina. 

The  Board  previously  has  determined  that  the  interstate  statutes 
of  North  and  South  Carolina  permit  a  bank  holding  company  lo- 
cated in  North  Carolina  to  acquire  a  banking  organization  in  South 
Carolina.'*  In  light  of  the  foregoing,  the  Board  concludes  that  ap- 
proval of  the  proposal  is  not  prohibited  by  the  Douglas  Amend- 


1  BB&T-SC  will  merge  with  and  into  LSB,  with  BB&T-SC  surviving  the  merger. 

^ State  deposit  data  are  as  of  December  31,  1993. 

3  12  U.S.C.  §  1842(d). 

*See  Wachovia  Corporation,  77  Federal  Rese rue  Bulletin  1011  (1991);  First  Union  Corporation, 
72  Federal  Reserve  Bulletin  263  (1986);  and  NCNB  Corporation,  72  Federal  Reserve  Bulletin  57 
(1986). 
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ment.  Approval  of  this  proposal  is  conditioned  upon  BB&T  receiv- 
ing all  required  State  regulatory  approvals. 

Competitive,  Financial,  Managerial,  and 
Supervisory  Considerations 

BB&T  and  LSB  compete  directly  in  the  Columbia,  South  Caro- 
lina banking  market.''  BB&T  is  the  17th  largest  depository  institu- 
tion in  that  market,  controlling  $20.8  million  in  deposits,  represent- 
ing less  than  1  percent  of  the  total  deposits  in  depository  institu- 
tions in  the  market  ("market  deposits").^  LSB  is  the  third  largest 
depository  institution  in  the  market,  controlling  $456.8  million  in 
deposits,  representing  10.4  percent  of  market  deposits.  Upon  con- 
summation of  this  proposal,  BB&T  would  control  $477.6  million  in 
deposits,  representing  10.9  percent  of  market  deposits.  The  Herfin- 
dahl-Hirschman  Index  ("HHI")  for  the  market  would  increase  by  10 
points  to  1813.^ 

In  light  of  all  the  facts  of  record,  including  the  number  of  com- 
petitors that  would  remain  in  the  Columbia  market,  and  the  small 
increase  in  market  share  and  market  concentration  as  measured  by 
the  HHI,  the  Board  concludes  that  consummation  of  the  proposal 
would  not  have  a  significantly  adverse  effect  on  competition  in  the 
Columbia  banking  market  or  any  relevant  banking  market. 

The  Board  also  concludes  that  the  financial  and  managerial  re- 
sources and  future  prospects  of  BB&T,  LSB,  and  their  respective 
subsidiaries  and  the  other  supervisory  factors  the  Board  must  con- 
sider under  section  3  of  the  BHC  Act  are  consistent  with  approval 
of  this  proposal.  In  addition,  the  Board  has  determined  that  con- 
venience and  needs  considerations  are  consistent  with  approval  of 
this  application  for  the  reasons  more  fully  discussed  in  the  Board's 
approval  of  BB&T's  acquisition  of  three  savings-associations  under 
section  5(d)(3)  of  the  FDI  Act  and  incorporated  by  reference  in  this 
Order.8 

Based  on  the  foregoing  and  all  other  facts  of  record,  the  Board 
has  determined  that  this  application  should  be,  and  hereby  is,  ap- 
proved. This  approvals  is  subject  to  BB&T  obtaining  all  necessary 
regulatory  approvals  for  the  proposed  acquisition.  The  Board's  ap- 
proval of  this  application  also  is  conditioned  upon  BB&T's  compli- 
ance with  the  commitments  made  in  connection  with  this  applica- 
tion. For  purposes  of  this  action,  the  commitments  and  conditions 
relied  on  in  reaching  this  decision  are  conditions  imposed  in  writ- 


■^The  Columbia,  South  Carolina,  banking  market  is  approximated  by  the  Columbia  Rand 
Mc.Vally  Area  and  by  the  remainder  of  [jcxington  and  Richland  Counties,  South  Carolina. 

®In  this  context,  depxifiitory  institutions  mclude  commercial  banks,  savings  banks,  and  savings 
assoaations.  Market  deposit  data  are  as  of  June  30,  1993,  and  are  based  on  calculations  in 
which  the  depxKits  of  thrifl  institutions  arc  included  at  TjO  percent.  The  Board  previously  has 
indicated  that  thrift  institutions  have  become,  or  have  the  potential  to  become,  major  compKiti- 
toTB  of  commercial  banks.  See  WM  Bancorp,  76  Federal  Reserve  Bulletin  788  (1990);  National 
City  Corporation,  70  Federal  Reserve  Bulletin  743  (1984). 

''Under  the  revised  Department  of  Justice  .Merger  Guidelines,  49  Federal  Register  26,823 
(June  29,  1984),  a  market  in  which  the  fX)st-mcrger  HHI  i.s  over  1800  is  considered  to  be  con- 
centrated. The  Justice  Department  has  informed  the  Board  that  a  bank  merger  or  acquisition 
generally  will  not  be  challenged  (in  the  absence  of  other  factors  indicating  anti-competitive  ef- 
fects) unless  the  p>ost-mergcr  HHI  is  at  least  1800  and  the  merger  increases  the  HHI  by  200 
fXiints.  The  Justice  Department  has  stated  that  the  higher  than  normal  HHI  thresholds  for 
screening  bank  mergers  for  anticompetitive  effects  implicitly  recognize  the  competitive  effect  of 
limited-purpose  lenders  and  other  non-dep)ository  financial  entities. 

^ BB&T  Financial  Corporati/m,  80  Federal  Reserve  Bulletin— (Order  dated  May  23.  1994). 
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ing  by  the  Board  and,  as  such,  may  be  enforced  in  proceedings 
under  applicable  law. 

This  acquisition  may  not  be  consummated  before  the  thirtieth 
calendar  day  after  the  effective  date  of  this  Order,  or  later  than  3 
months  after  the  effective  date  of  this  Order,  unless  such  period  is 
extended  by  the  Board  or  the  Federal  Reserve  Bank  of  Richmond, 
acting  pursuant  to  delegated  authority. 

By  order  of  the  Board  of  Grovemors,^  effective  May  23,  1994. 

Jennifer  J.  Johnson 

Associate  Secretary  of  the  Board 


RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BOXER 

FROM  ALAN  GREENSPAN 

The  following  are  questions  pertaining  to  the  written  responses 
to  my  questions  provided  by  the  Federal  Reserve  on  May  10,  1994. 

Based  on  your  answer  to  my  Question  1  [regarding  the  merger  be- 
tween Banc  One  and  Valley  National  Bancorp  and  the  assertion 
that  this  case  is  an  important  example  of  lax  enforcement  of  CRA 
by  the  Fed]: 

Q.l^.  Please  provide  a  summary  of  your  CRA  ratings  in  1993  and 
the  first  4  months  of  1994  by  category  ("outstanding,"  etc.)  by  per- 
cent and  number  for  the  Nation  as  a  whole  and  for  California. 
A.l.a.  The  following  charts  show  a  summary  of  CRA  ratings  for 
State  member  banks  in  the  Nation  as  a  whole  and  for  California 
assigned  in  1993  and  the  first  4  months  of  1994. 


CRA  RATINGS 
FOR  ALL  STATE  MEMBER  BANKS  EX.iJ^INED  IN  199  3              || 

OUTSTANDING 

SATISFACTORY 

NEEDS 

TO 

IMPROVE 

SUBSTANTIAL 
NONCOMPLIANCE 

1 

TOTAL  1 

NUMBER 

127 

490 

26 

6 

649 

PERCENT 

19.5%      ^   75.5% 

4% 



.9%            i  100% 

CRA  RATINGS 
FOR  CAr.TFORNIA  STATE  ME1BER  BA2JKS  EXA.MINED  IN  1993 

OUTSTANDING   SATISFACTORY 

NEEDS 

TO 

IMPROVE 

SUBSTANTIAL 
NONCOMPLIANCE   TOTAL 

NUMBER 

5            1  10 

3         1  1                19     11 

PERCENT   26.3%         i  52.6%          !  15.3%     1  5.3%            '.  100%   | 

"Voting  for  this  action:  Chairman  Greenspan,  Governors  Kelley,  Lindsey,  and  Phillips.  Absent 
and  not  voting:  Governor  LaWare. 
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CRA  RATINGS 
FOR  ALL  STATE  MEMBER  BANKS  EXAMINED  1/1/94  -  4/30/94 

OUTSTANDING 

SATISFACTORY 

NE£DS 

TO 

IMPROVE 

Si.'BSTANTIAL 
NONCOMPLIANCE 

TOTAL 

NUMBER 

39 

153 

3 

1 

196 

PERCENT 

. 

19.9* 

78.1% 

1.5% 

.5% 

100% 

ll —        ==i 

CRA  RATINGS 
FOR  CALIFORNIA  STATE  MEMBER  BANKS  EXAMINED  1/1/94-  4/30/94 

OUTSTANDING 

SATISFACTORY 

NEEDS 

TO 

IMPROVE 

SUBSTANTIAL 
NONCOMPLIANCE 

TOTAL 

NUMBER    0 

4 

1 

0 

5 

PERCENT   — 

80%             20% 

— 

100%   1 

Q.l.b.  Please  separately  provide  the  number  and  percentage  of  fi- 
nancial institutions  that  received  a  "satisfactory"  or  an  "outstand- 
ing" CRA  rating  in  1993  and  the  first  quarter  of  1994  where  there 
was  a:  (i)  1.5  to  one  or  greater  disparity  in  home  loan  declinations 
between  African-Americans  and  whites;  (ii)  a  2.5  to  one  or  greater 
disparity  between  African-Americans  and  whites. 

A.l.b.  In  order  to  answer  your  question  with  information  that  is 
readily  retrievable,  we  reviewed  minority  to  white  denial  rates  ^  for 
1992  and  1993  HMDA  data  and  determined  which  banks  had  mi- 
nority to  white  denial  rates  greater  than  1.5  to  one.  We  compared 
that  list  with  a  list  of  banks  examined  during  1993  and  the  first 
quarter  of  1994. 

We  found  that  during  1993  and  the  first  quarter  of  1994,  438  of 
the  798  State  member  banks  examined  for  CRA  were  HMDA  re- 
porters. Of  those  438  HMDA  reporters  that  were  examined,  108 
banks,  or  25  percent,  were  rated  outstanding  or  satisfactory  and 
had  home  loan  denial  rate  disparities  between  1.5  to  one  and  2.4 
to  one  between  minorities  and  whites.  In  addition,  107  State  mem- 
ber banks,  or  24  percent,  were  rated  outstanding  or  satisfactory 
and  had  home  loan  denial  rate  disparities  of  2.5  to  one  or  greater 
between  minorities  and  whites. 

Q.l.d.  Comptroller  Ludwig  has  stated  that  present  CRA  ratings 
are  not  performance-based.  What  is  your  opinion?  Unless  CRA  rat- 
ings are  fully  performance-based,  as  opposed  to  effort-based,  why 
should  they  be  given  significant  weight  at  merger  time? 

A.l.d.  The  CRA  specifically  requires  the  Federal  banking  agencies 
to  take  CRA  examinations  into  account  in  reviewing  expansion  pro- 
posals by  insured  depository  institutions.  Thus,  the  Board,  the 
OCC,  and  the  other  Federal  banking  agencies  consider  the  results 


^The  denial  rate  reports  that  we  use  compare  denial  rates  between  minorities  and  whites, 
not  African-Americans  to  whites. 
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of  these  examinations  as  important  factors  in  reviewing  expansion 
proposals.  These  examinations  are  given  significant  weight  because 
they  represent  an  on-site  and  comprehensive  review  of  the  perform- 
ance and  poHcies  of  insured  institutions  by  the  Federal  banking 
agency  that  is  charged  with  direct  supervision  of  the  institution. 

Currently,  the  assessment  factors  that  are  evaluated  in  CRA  ex- 
aminations include  a  combination  of  performance  and  effort.  For 
example,  the  assessment  factors  require  examiners  to  evaluate  the 
bank's  origination  of  residential  mortgage  loans,  home  improve- 
ment loans,  and  small  business  and  farm  loans  within  its  commu- 
nity; the  geographic  distribution  of  credit  extensions,  applications 
and  denials;  the  bank's  participation  in  Government  loan  programs 
for  housing  and  small  businesses;  the  bank's  participation  in  com- 
munity development  projects  and  programs;  the  bank's  record  of 
opening  and  closing  branch  offices  and  providing  services  at  its  of- 
fices; and  any  practices  intended  to  discourage  applications  for 
credit.  The  examiner  must  also  review  any  evidence  of  prohibited 
discriminatory  or  other  illegal  credit  practices. 

In  addition  to  these  performance-based  criteria,  the  examiner 
must  evaluate  factors  that  may  be  viewed  as  more  effort-based,  but 
are  nonetheless  important  to  CRA  performance.  These  factors  in- 
clude review  of  activities  of  the  bank  to  ascertain  the  credit  needs 
of  all  segments  of  its  community;  the  bank's  marketing  efforts;  spe- 
cial efforts  of  the  bank  to  make  the  community  aware  of  its  serv- 
ices; and  the  extent  of  the  involvement  of  the  board  of  directors  in 
actively  formulating  the  bank's  CRA  policies  and  reviewing  its  CRA 
performance.  These  factors  allow  the  agencies  to  evaluate  the  ex- 
tent to  which  an  insured  institution  maintains  a  dialogue  with  its 
community  regarding  the  needs  of  the  community  and  the  effective- 
ness of  the  institution's  programs  in  helping  to  meet  those  needs. 

The  agencies  are  currently  reviewing  the  CRA  examination  and 
rating  process  with  the  goal  of  improving  CRA  examinations  by 
providing  guidance  on  how  performance  would  be  measured. 

Q.IX  Is  the  Board  barred  by  Regulation  B  from  investigating 
charges  of  business  loan  discrimination?  If  not,  why  did  the  Board 
not  investigate  such  charges  in  the  Banc  One/Liberty  National  case 
(the  June  2,  1994  decision)  and  secure  specific  race-based  data? 

A.l.f.  The  Board  is  not  barred  by  Regulation  B  from  investigating 
charges  of  business  loan  discrimination  at  institutions  and  compa- 
nies that  the  Board  regulates.  In  fact,  the  Board  regularly  exam- 
ines State  member  banks  to  ensure  that  they  do  not  discriminate 
in  making  business  loans.  In  the  context  of  the  Banc  One/Liberty 
National  application,  the  OCC  supervises  the  banks  cited  in  the 
protest  of  the  application,  and  the  Board  is  required  by  the  Bank 
Holding  Company  Act  to  rely  on  the  examination  reports  of  the 
OCC  as  far  as  possible.  As  the  attached  Order  indicates,  the  exami- 
nations of  these  banks  found  no  evidence  of  illegal  discrimination. 

Based  on  your  answer  to  my  Question  2  [regarding  disclosure  of 
the  race  and  gender  composition  of  a  lending  institution's  Board  of 
Directors  and  top  management]: 

Q.2.a.  Is  there  any  regulation  or  policy  that  bars  the  Board  from 
investigating  charges   of  employment  discrimination    in    a  bank's 
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CRA  policy  and  management  positions?  If  not,  why  did  the  Board 
not  investigate  such  charges  in  the  Banc  One  case? 

A.2.a.  Authority  to  investigate  charges  of  employment  discrimina- 
tion and  to  enforce  compliance  with  equal  employment  opportunity 
laws  rests,  at  the  Federal  level,  with  the  Equal  Employment  Op- 
portunity Commission.  Neither  the  Equal  Employment  Opportunity 
Act  nor  the  Community  Reinvestment  Act  grant  the  Board  any  au- 
thority to  investigate  charges  of  employment  discrimination  against 
a  bank  or  to  enforce  compliance  with  employment  statutes. 

The  Board,  along  with  other  Federal  agencies,  recently  addressed 
employment  practices  in  a  joint  policy  statement  on  lending  dis- 
crimination which  states  that,  although  not  a  violation  of  the  Fair 
Housing  Act  or  the  Equal  Credit  Opportunity  Act,  the  employment 
of  few  minorities  and  others  in  protected  classes  can  contribute  to 
a  climate  in  which  lending  discrimination  could  occur  by  affecting 
delivery  of  services.  The  policy  statement  provides  recommenda- 
tions to  encourage  hiring  of  minorities  and  members  of  protected 
classes. 

Q.2.b.  Would  the  Board  approve  a  merger  if  a  bank  admitted  that 
it  had  systematically  failed  to  promote  minorities  and  women  to  top 
policy  and  CRA  management  positions? 

A.2.b.  As  noted  above,  the  EEOC  is  the  Federal  agency  charged 
with  determining  whether  a  company  is  in  compliance  with  Federal 
equal  employment  laws.  In  the  event  that  the  EEOC  had  deter- 
mined that  an  institution  is  in  violation  of  a  Federal  employment 
law,  the  Board  would  certainly  weigh  that  violation  in  determining 
the  competence  and  integrity  of  the  institution's  management  in 
the  Board's  review  of  any  expansion  proposal  by  that  institution. 

Q.2.C.  What  is  the  Board's  position  on  revised  CRA  regulations 
and/or  legislation  that  would  make  diversity  in  a  bank's  top  man- 
agement positions  a  part  of  the  CRA  exam  process? 
A.2.C.  The  Board  has  not  yet  reviewed  the  revised  CRA  proposal, 
and  will  consider  all  aspects  of  the  proposal,  including  the  extent 
to  which  compliance  with  equal  employment  opportunity  laws 
should  be  considered  in  the  examination  process,  in  light  of  the 
public  comments  received.  Legislation  designed  to  assure  equal  em- 
ployment opportunities  has,  to  date,  been  made  applicable  to  all 
employers  equally.  The  Board  does  not  believe  that  insured  institu- 
tions should  be  governed  by  standards  that  are  not  applied  to  all 
employers. 

Based  on  your  answer  to  my  Question  3  [regarding  a  race  and 
gender  disclosure  requirement  for  small  business  and  consumer 
loans]  the  California  Black  and  Hispanic  Chambers  of  Commerce 
and  the  Greenlining  Coalition  have  raised  the  issue  of  disclosure  of 
data  on  the  race  and  gender  of  business  loan  recipients: 

Q.3.a.  What  is  your  opinion  of  requiring  disclosure  of  business 
loans  by  race  and  gender,  and  would  you  support  such  as  part  of 
a  revised  CRA,  or,  in  the  alternative,  support  legislation  to  require 
such  disclosure? 

A.3.a.  The  Board  strongly  opposes  discrimination  in  any  aspect  of 
lending.  The  Board  believes  that  generally  the  purpose  of  fair  lend- 
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ing  laws  is  best  served  when  the  evaluation  of  creditworthiness  is 
colorblind  and  gender  neutral.  The  Board  is  concerned  that  collect- 
ing race  and  gender  infoTTnation  for  business  loans  could  chip  away 
at  the  fundamental  premise  that  such  information  is  irrelevant  to 
the  credit-granting  process.  The  Board  also  has  some  questions 
about  the  usefulness  of  race  and  gender  information  on  business 
loans — whether  collected  as  a  part  of  CRA  reform  or  under  other 
fair  lending  laws.  However,  this  issue  is  under  review  in  the  joint 
agency  CRA  review. 

Q.3.b.  Would  you  support  voluntary  disclosure  by  race  and  gender 
of  business  loans?  Would  you  support  disclosure  during  CRA  exams 
and  mergers? 

A.3.b.  The  Board  believes  collection  of  information  regarding  race 
and  gender  could  interfere  with  the  goal  of  ensuring  neutral  credit 
decisions.  This  is  particularly  troublesome  in  the  context  of  busi- 
ness loans  since  use  of  this  information  for  discriminatory  purposes 
would  be  most  difficult  to  detect  in  light  of  the  numerous  factors 
lenders  consider  in  evaluating  applicants  for  such  loans.  Again, 
however,  this  area  is  under  review  as  part  of  the  CRA  reform 
project. 

Q.3.C.  Does  the  Board  believe  that  there  is  as  much  discrimination 
in  business  lending  as  the  Board  has  discovered  for  home  lending? 

A.3.C.  The  Board  is  unaware  of  any  studies  that  have  documented 
the  level  of  any  discrimination  in  business  lending.  The  Equal 
Credit  Opportunity  Act,  of  course,  prohibits  discrimination  in  busi- 
ness as  well  as  consumer  loans.  The  Board  seeks  to  ensure, 
through  its  examination  of  State  member  banks  and  other  means, 
that  lenders  do  not  discriminate,  whether  in  business  or  consumer 
loans. 

Q.3.d.  Please  explain  in  detail  your  position  as  to  the  value  of  dis- 
closure of  data  on  the  race  and  gender  of  business  loan  recipients. 

A.3.d.  We  believe  there  are  practical  problems  associated  with  col- 
lecting race  and  gender  data  for  business  loans.  For  example,  to 
collect  data  on  loans  to  partnerships  or  corporations,  rules  regard- 
ing demographic  makeup  of  partners  or  shareholders  would  be  re- 
quired. Simple  rules  that  ease  compliance  are  likely  to  produce 
generalized  data  that  may  be  too  imprecise  for  statistical  analysis. 
On  the  other  hand,  requiring  information  about  all  shareholders  of 
a  corporation,  for  example,  seems  unworkable. 

Also,  the  potential  for  isolating  race  or  gender  as  a  factor  in  a 
credit  decision  for  a  home  loan  is  much  higher  than  for  a  business 
loan.  The  credit  criteria  used  to  evaluate  the  ability  of  a  consumer 
to  repay  a  home  loan — essentially,  the  value  of  the  home,  the  bor- 
rower's income,  and  credit  history — is  much  more  uniform  than  the 
criteria  used  for  a  business  loan  applicant.  For  example,  factors 
such  as  a  business  loan  applicant's  expertise,  competition,  and  col- 
lateral may  vary  widely.  Thus,  the  Board  is  concerned  about  the 
utility  of  the  data,  in  comparison  with  the  burden  of  collecting  it. 

In  responding  to  my  recent  written  question  about  the  percent- 
age of  the  Federal  Reserve's  top  officers  that  are  Latino  or  African- 
American,  you  state  that: 
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Currently  12  percent  of  the  Board's  top  staff  positions  (the 
official  staff)  are  minorities,  which  is  a  higher  percentage 
than  in  the  Federal  Government  as  a  whole  or  in  com- 
parable agencies.  Three  percent  of  those  officers  are  His- 
panic and  8  percent  are  African-American. 

Q.4^.1.  How  many  of  the  Fed's  10  Divisions  and  5  Offices  are  cur- 
rently headed  by  a  minority  individual  or  a  woman? 

A.4.a.l.  One  Division  is  headed  by  a  minority  official  and  that  offi- 
cial is  the  Division  Director  for  almost  300  employees. 

Q.4.a^.  How  many  of  these  Divisions  and  Offices  have  a  minority 
individual  or  a  woman  as  the  second  ranking  officer? 

A.4.a^.  There  are  four  divisions  that  have  either  a  woman  or  mi- 
nority or  both  as  second  ranking  officers. 

Q.4.a.3.  How  many  of  these  Divisions  and  Offices  have  been  head- 
ed by  a  minority  individual  or  a  woman  in  the  past? 

A,4.a.3.  In  the  past,  there  has  been  one  individual,  a  woman,  who 
headed  a  Division. 

Q.4.a.4.  How  does  the  Federal  Reserve  compare  with  other  finan- 
cial agencies  in  this  regard? 

A.4^.4.  In  the  past,  the  FDIC  had  a  woman  as  Director  of  the  Of- 
fice of  Legislative  Affairs;  a  minority  woman  as  head  of  the  EEO 
office;  and  one  minority  male  as  head  of  their  Office  of  Consumer 
Affairs.  Currently,  the  FDIC  has  four  women  heading  Offices  or  di- 
visions— the  Office  of  Legislative  Affairs,  the  Office  of  Consumer 
Affairs,  the  Office  of  Training,  and  the  Division  of  Information  Re- 
sources Management.  There  are  three  women  who  serve  as  the  sec- 
ond ranking  official. 

The  OCC  has  had  no  women  or  minorities  serving  in  the  past  as 
head  of  a  department.  At  the  present  time,  one  minority  male  is 
the  Senior  Deputy  Comptroller  for  Capital  Markets,  and  an  Asian 
Male  is  second-in-command  as  Deputy  Comptroller  for  Economic 
and  Policy  Analysis. 

Q.4.b.  You  stated  that  12  percent  of  the  Board's  top  staff  positions 
are  minorities.  Please  indicate  the  title  and/or  rank  of  those 
Latinos  and  African-Americans  in  these  top  positions. 

A.4.b.  Director,  Division  of  Support  Services;  Associate  General 
Counsel;  Associate  Director,  Division  of  Consumer  and  Community 
Affairs;  Assistant  Directors  (2)  Division  of  Reserve  Bank  Oper- 
ations and  Payment  Systems;  Associate  Secretary;  Assistant  Direc- 
tor, Division  of  Banking  Supervision  and  Regulation;  EEO  Pro- 
grams Director;  Assistant  Directors  (2)  Division  of  Support  Serv- 
ices; Assistant  Inspector  General.  We  would  note,  also,  that  we 
have  one  Asian  Assistant  Director  in  the  Division  of  Information 
Resources  Management. 

Q.4.C.I.  You  also  stated  that  "one  area  in  which  I  see  major — need 
for  change  is  the  inadequate  pace  at  which  women  and  minorities 
have  moved  into  the  top  echelons  of  the  Federal  Reserve"  and  that 
you  "are  working  diligently  to  improve  .  .  ."  What  factors  are  re- 
sponsible for  the  slow  pace  at  which  women  and  minorities  have 
been  promoted? 
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A.4.C.I.  The  primary  factor  that  has  slowed  the  promotional  growth 
of  minorities  and  women  to  more  senior  levels  at  the  Board  is  the 
lack  of  promotional  opportunity,  pari^iculariy  at  the  senior  levels. 
The  lack  of  significant  turnover  among  members  of  the  official  staff 
does  not  permit  the  Board  to  promote  staff  to  the  top  echelons  of 
the  Federal  Reserve.  Turnover  among  the  official  staff  at  the  Board 
has  averaged  only  3.3  percent  or  16  officers  over  the  last  5  years. 
This  lack  of  significant  turnover  has  obviously  limited  the  number 
of  available  positions.  However,  we  are  making  progress:  For  exam- 
ple, 19  percent  of  the  official  staff  are  women,  12  percent  are  mi- 
norities; and  43  percent  of  the  professional  staff  are  women,  and 
21  percent  are  minorities. 

Q.4.C.2.  What  actions  have  you  and  other  Board  Members  taken  to 
promote  women  and  minorities? 

A.4.C.2.  The  Board,  through  its  support  of  the  Affirmative  Employ- 
ment Program  Plan,  and  in  communications  to  staff  regarding  the 
importance  of  equal  opportunity  in  hiring  and  promotions,  has 
demonstrated  its  recognition  of  the  value  of  diversity  and  its  com- 
mitment to  equal  opportunity.  The  percentage  of  women  in  pipeline 
positions  (pipeline  positions  are  those  positions  directly  below  the 
official  staff  level)  has  steadily  increased  over  the  last  decade,  and 
exceed's  the  number  of  women  in  the  officer  levels.  Racial  diversity 
in  the  pipeline  has  also  increased. 

Q.4.C.3.  What  actions  do  you  intend  to  take  in  the  future? 
A.4.C.3.  The  Board  has  established  an  Advisory  Committee  on  Af- 
firmative Action.  That  committee  will  complete  its  initial  work 
shortly  and  will  offer  recommendations  for  increasing  the  represen- 
tation of  women  and  minorities  at  the  Board.  These  recommenda- 
tions will  deal  with  recruitment,  development,  and  skill  training. 
Board  officers  in  four  divisions  have  recently  received  diversity 
training  and  a  similar  program  is  in  development  for  at  least  one 
other  division.  In  addition,  the  Board  and  Reserve  Banks  are  ac- 
tively participating  with  eleven  private  sector  partners  in  a  diver- 
sity consortium  that  will  produce  a  "best  practices"  report  based  on 
surveys  and  on-site  visits  with  selected  companies.  Participants  in 
the  study  will  use  the  best  practices  report  to  assess  and  improve 
their  own  diversity  programs. 

Q.4.d.  In  recruiting  for  top  Fed  staff  positions,  what  efforts  has  the 
Fed  made  to  hire  qualified  women  and  minorities? 
A.4.d.  Because  the  Board  generally  promotes  from  within,  the  key 
to  increased  diversity  in  top  staff  positions  is  to  recruit  and  retain 
a  cadre  of  highly  qualified  women  and  minorities  for  entry  and 
mid-level  professional  positions.  The  Board  has  developed  and  im- 
plemented programs  that  are  designed  to  attract  and  retain  quali- 
fied women  and  minorities,  many  of  whom  are  among  the  most 
highly  recruited  individuals  in  their  professions.  The  Board  also 
sources  qualified  women  and  minorities  from  several  organizations. 
Among  these  are  the  National  Association  of  Urban  Banks,  the 
Black  MBA  Association,  the  Hispanic  MBA  Association,  the  Black 
Law  Students  Association,  the  NAACP,  American  Indian  Science 
and  Engineering  Conference,  the  Organization  of  Chinese  Ameri- 
cans, predominantly  black  colleges,  and  universities  and  colleges  in 
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geographic  regions  with  high  minority  populations.  The  Board  is  a 
sponsor  of  the  Minority  Professional  Development  Program  for 
Graduate  Studies  in  Management  with  a  consortium  of  nine  uni- 
versities. The  Board  also  has  a  Cooperative  Education  program 
which  has  produced  meaningful  results. 

Regarding  your  response  to  my  Question  4,  could  you  please  pro- 
vide data  on  the  following: 

Q.4.e.  Please  provide  the  nationwide  number  and  percentage  of 
senior  examiners  by  race  and  gender  for  the  Board  and  the  twelve 
district  banks. 

A.4.e.  The  Federal  Reserve  does  not  routinely  collect  information 
on  the  number  and  percentage  of  senior  examiners  by  race  and 
gender.  We  have  enclosed,  however,  information  available  on  the 
race  and  gender  for  the  System's  consumer  affairs  examiners  as  of 
October  22,  1993. 

Q.4i'.  For  each  district  bank,  please  provide  the  number  and  per- 
centage by  race  and  gender  of  directors  of  each  Bank.  In  addition, 
please  provide  data  on  the  race  and  gender  of  the  presidents  of 
each  bank  since  1913. 
A.4X  See  attached  tables. 
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Gender 

Racia 

il  and 

El-hn 

ic  Oric 

Jin 

M 

F 

C 

AA 

H 

A 

MA 

TOTAL 

MINNEAPOLIS 

78% 

22% 

89% 

0% 

0% 

0% 

11% 

100% 

Helena 

80 

20 

100 

0 

0 

0 

0 

100 

KANSAS  CITY 

89 

11 

89 

11 

0 

0 

0 

100 

Denver 

71 

29 

36 

0 

0 

0 

14 

100 

Oklahoma  City 

86 

14 

86 

14 

0 

0 

0 

100 

Omaha 

86 

14 

100 

0 

0 

0 

0 

100 

DALLAS 

88 

12 

88 

12 

0 

0 

0 

100 

El  Paso 

71 

29 

57 

14 

29 

0 

0 

100 

Houston 

71 

29 

71 

14 

14 

0 

0 

100 

San  Antonio 

71 

29 

86 

0 

14 

0 

0 

100 

SAN  FRANCISCO 

67 

33 

100 

0 

0 

0 

0 

100 

Los  Angeles 

57 

43 

71 

14 

14 

0 

0 

100 

Portland 

71 

29 

86 

14 

0 

0 

0 

100 

Salt  Lake  City 

57 

43 

100 

0 

0 

0 

0 

100 

Seattle 

71 

29 

57 

29 

0 

14 

0 

100 

TOTALS 

81% 

19% 

87% 

10% 

2% 

** 

1% 

100% 

*  Details  may  not  add  to  totals  due  to  rounding. 
**  Less  than  one-half  of  one  percent 


M  =  Male 
F  =  Female 


C  =  Caucasian 

AA  =  African-American 

H  =  Hispanic 


A  =  Asian 

NA  =  Native  American 
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FEDERAL  RESERVE  BANK  AND  BRANCH  PrRECTORS 

Gender  and  Racial/ Ethnic  Origin 

By  Federal  Reserve  Office 

6/20/94 


PERCENTAGES  • 

BOSTON 
NEW  YORK 

Buffalo 

PHILADELPHIA 

CLEVELAND 
Cincinnati 
Pittsburgh 

RICHMOND 
Baltimore 
Charlotte 

ATLANTA 

Birmingham 
Jacksonville 
Miami 
Nashville 
New  Orleans 

CHICAGO 
Detroit 

ST.  LOUIS 
Little  Rock 
Louisville 
Memphis 


Gender       Racial  and  Ethnic  Origin 
M      F       C      AA     H      A      NA 


TOTAL 


89% 

11% 

100% 

0% 

0% 

0% 

0% 

100% 

89 

11 

89 

11 

0 

0 

0 

100 

86 

14 

86 

14 

0 

0 

0 

100 

89 

11 

89 

11 

0 

0 

0 

100 

100 

0 

89 

11 

0 

0 

0 

100 

86 

14 

71 

29 

0 

0 

0 

100 

71 

29 

100 

0 

0 

0 

0 

100 

89 

11 

89 

11 

0 

0 

0 

100 

86 

14 

100 

0 

0 

0 

0 

100 

83 

17 

67 

17 

0 

0 

17 

100 

89 

11 

89 

11 

0 

0 

0 

100 

86 

14 

86 

14 

0 

0 

0 

100 

71 

2$ 

86 

14 

0 

0 

0 

100 

86 

14 

86 

0 

14 

0 

0 

100 

86 

14 

86 

14 

0 

0 

0 

100 

57 

43 

86 

14 

0 

0 

0 

100 

89 

11 

100 

0 

0 

0 

0 

100 

86 

14 

86 

14 

0 

0 

0 

100 

89 

11 

89 

11 

0 

0 

0 

100 

71 

29 

86 

14 

0 

0 

0 

100 

86 

14 

86 

14 

0 

0 

0 

100 

86 

14 

86 

14 

0 

0 

0 

100 
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Gender 


Racial  and  Ethnic  Origin 


M 

F 

C 

AA 

H 

A 

NA 

TOTAL 

MINKEAPOLIS 

7 

2 

8 

0 

0 

0 

1 

9 

Helena 

4 

1 

5 

0 

0 

0 

0 

5 

KANSAS  CITf 

8 

1 

3 

1 

0 

0 

0 

9 

Denver 

5 

2 

6 

0 

0 

0 

1 

7 

Oklahoma  City 

6 

1 

6 

1 

0 

0 

0 

7 

Omaha 

6 

1 

7 

0 

0 

0 

0 

7 

DAr.T.AS 

7 

1 

7 

1 

0 

0 

0 

8 

El  Paso 

5 

2 

4 

1 

2 

0 

0 

7 

Houston 

5 

2 

5 

1 

1 

0 

0 

7 

San  Antonio 

5 

2 

6 

0 

1 

0 

0 

7 

SAN  FRANCISCO 

6 

3 

S 

0 

0 

0 

0 

9 

Los  Angeles 

4 

3 

5 

1 

1 

0 

0 

7 

Portland 

5 

2 

6 

1 

0 

0 

0 

7 

Salt  Lake  City 

4 

3 

7 

0 

0 

0 

0 

7 

Seattle 

5 

2 

4 

2 

0 

1 

0 

7 

TOTALS 

225 

54 

242 

27 

6 

I 

3 

279 

M  =  Male 
F  =  Female 


C  =  Caucasian 

AA  =  African-American 

H  =  Hispanic 


A  =  Asian 

NA  =  Native  American 
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FEDERAL  RESERVE  BANK  AND  BRANCH  PrRECTORS 

Gencer  ana  Racial/ Etimxc  Origin 

By  Federal  Reserve  Office 

6/20/94 


RAW  COUNTS 

BOSTON 
NEW  YORK 

Buffalo 

PHILADELPHXA 

CLEVELAND 
Cincinnati 
Pittsburgh 

RICHMOND 
Baltimore 
Charlotte 

ATLANTA 

BirTTiinghara 
Jacksonville 
Miami 
Nashville 
New  Orleans 

CHICAGO 
Detroit 

ST.  LOUIS 
Little  Rock 
Louisville 
Memphis 


Gender       Racial  and  Ethnic  Origin 
M      F       C      AA     H      A      NA 


TOTAL 


8 

1 

9 

0 

0 

0 

0 

9 

8 

8 

1 

0 

0 

0 

9 

6 

6 

1 

0 

0 

0 

7 

8 

8 

1 

0 

0 

0 

9 

9 

8 

I 

0 

0 

0 

9 

6 

5 

2 

0 

0 

0 

7 

5 

7 

0 

0 

0 

0 

7 

8 

8 

1 

0 

0 

0 

9 

6 

7 

0 

0 

0 

0 

7 

5 

4 

1 

0 

0 

1 

6 

8 

8 

1 

0 

0 

0 

9 

6 

6 

1 

0 

0 

0 

7 

5 

6 

1 

0 

0 

0 

7 

6 

6 

0 

1 

0 

0 

7 

6 

6 

1 

0 

0 

0 

7 

4 

6 

1 

0 

0 

0 

7 

8 

9 

0 

0 

0 

0 

9 

6 

6 

1 

0 

0 

0 

7 

8 

8 

1 

0 

0 

0 

Q 

5 

6 

1 

0 

0 

0 

7 

6 

5 

1 

0 

0 

0 

7 

6 

6 

^ 

0 

3 

0 

7 

64 


o 
o 
O 


o  a 

3  l*" 


s 

U 

u. 


o 

.a  • 
I 
a 


O    a 


■ga 


u 
I   .2 


r-4  .-.  O 


_«J  O  •-' 


O  •-•  .-I  .-1 


O  O  1-" 


^     #  ts  ^  ^ 

r4  ro  r^  -^ 

fN  f<^  vo  r^ 


::;     ^ 


b?  t^  IS  Bi 
iri  »-»  \o  rJ 

t-1   M   -^  VO 


tJ^ 


I       4J      CJ 

I      3    rt 


a>        —        a        <-• 


^ 


o 


S'^SSS'^SS'^SSSS 


Spc^^^^m^^^lj^^^ 


■    o  E 


r^         r»         ^^ 


a ," 

2 

u.   .- 

o 

.r  "^ 

$3 

<i 

o 

rj  „ 

2  t«  ti^  I?  ts« 
o  r^  CO  to 
t-i  r^  c*i  vo 


•o 

C 

o 

c 

'o 

Pi 


I    "  M 

e^  a 

S       li- 

a 
§2 


cs        r^        ro        ov 


b^ 
(S 


J:a 

i._^ 

a 

^ 

u 
•o 

21 

8 

i 

R] 

3 

o:  CO 

03 

z. 

d. 

T3 


ci 


a 

o 

UJ 

.a 

3 

8 

o 

•a 

'j3 

^ 

< 

u 

c/i 

:3 
o 

g 


U 


=3 


:i    5^^    (3 


8 

.a 

o 

a 

e 

a 
J? 


5. 
00 


o 
a 

M 

6JJ  r-  i    r 
3    o    «    o 

a  g  S  q 
2  2  u,  2 

*^   vO   ,o   lO 

0-1  b^  b'^  ©^ 


65 

Karen  Horn  served  as  President  of  the  Federal  Reserve  Bank  of 
Cleveland  from  May  1982  until  April  1987.  Cathy  Minehan  has 
just  been  named  as  the  President  of  the  Federal  Reserve  Bank  of 
Boston.  To  the  best  of  our  knowledge,  all  other  Reserve  Bank  Presi- 
dents have  been  Caucasian  males. 


RESPONSE  TO  WRITTEN  QUESTIONS  OF 
SENATOR  CONT^IE  MACK  FROM  ALAN  GREENSPAN 

Q.l.  In  your  testimony  to  the  House  Banking  Committee  earlier 
this  year,  you  suggested  that  the  market  price  of  gold  can  be 
viewed  as  a  reliable  indicator  of  inflationary  expectations.  In  the 
period  since  then,  the  Federal  Reserve  has  raised  short-term  inter- 
est rates  by  one-and-a-quarter  percentage  points,  but  the  price  of 
gold  today  is  roughly  equal  to  the  price  the  day  after  the  first  inter- 
est rate  increase  in  early  February.  Essentially,  if  the  Fed  began 
this  policy  shift  in  order  to  reduce  inflation  expectations  as  indi- 
cated by  the  price  of  gold,  it  has  failed  to  do  so.  Do  you  agree  with 
the  analyses  which  have  appeared  in  the  press  suggesting  that 
there  may  be  a  technical  flaw  in  the  Fed's  interest  rate  targeting 
procedure?  Even  though  the  Fed  has  raised  interest  rates,  the  open 
market  desk  continues  to  inject  liquidity  into  the  system  at  a  high 
rate,  which  may  be  why  inflation  expectations  remain  high.  Can 
you  explain  why  the  Fed  appears  to  be  continuing  to  actually  ease 
credit  conditions  even  as  it  raises  interest  rates? 
A.1.  It  is  true  that  inflationary  expectations  as  suggested  by  the 
price  of  gold,  implicit  inflation  premiums  on  long  bonds,  and  other 
variables  have  not  significantly  contracted  since  we  initiated  our 
monetary  tightening  February  4th.  But  monetary  policy  has  long 
lags  before  its  impact  is  discernible.  As  a  consequence,  I  suspect  it 
is  too  soon  to  see  the  types  of  responses  you  imply  in  your  question. 
With  respect  to  interest  rate  targeting  procedures,  the  evidence 
suggests  that  liquidity  is  not  being  injected  into  the  system  and 
credit  conditions  are  not  excessively  accommodative  as  we  per- 
ceived they  were  in  1993.  To  be  sure,  our  balance  sheet  has  contin- 
ued to  expand,  but  much  of  our  security  purchases  are  attributable 
to  the  rising  demand  abroad  for  U.S.  currency.  Indeed,  over  the 
past  4  months,  bank  reserves  have  contracted  at  about  a  5  percent 
annual  rate  after  growing  at  a  12  percent  rate  in  1993.  Moreover, 
expansion  of  all  of  the  monetary  aggregates  has  been  quite  sluggish 
over  the  first  half  of  this  year,  especially  following  our  initial  move 
toward  tighter  policy  in  early  February.  M2  and  M3  are  near  or 
below  their  lower  ends  of  their  target  ranges  and  Ml  has  slowed 
to  only  a  4  percent  rate  for  the  year  through  June.  Hence,  it  is  dif- 
ficult to  argue  that  since  we  moved  interest  rates  higher  that  the 
degree  of  liquidity  in  the  system  has  continued  to  expand  at  an  in- 
fiationary  pace. 
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FEDERAL  RESERVE   press  release 


For  immediate  release  June  2,  1994 

The  Federal  Reserve  Board  today  -announced  its  approval  of 
the  applications  of  Banc  One  Corporation,  Columbus,  Ohio,  to  acquire 
Liberty  National  Bancorp,  Inc.,  Louisville,  Kentucky,  and  thereby  indirectly 
acquire  all  of  Liberty  National's  subsidiary  banks  and  nonbanking 
subsidiaries. 

Attached  is  the  Board's  Order  relating  to  this  action. 

Attachment 
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FEDERAL  RESERVE  SYSTEM 

Banc  One  Corporation,  Columbus,  Ohio 
Order  Approving  the  Acquisition  ok  a  Bank  Holding  Company 

Banc  One  Corporation,  Columbus,  Ohio  ("Banc  One"),  a  bank 
holding  company  within  the  meaning  of  the  Bank  Holding  Com- 
pany Act  ("BHC  Act"),  has  applied  for  the  Board's  approval  under 
section  3  of  the  BHC  Act  (12  U.S.C.  §  1842)  to  acquire  Liberty  Na- 
tional Bancorp,  Inc.,  Louisville,  Kentucky  ("Liberty  National"),  and 
thereby  indirectly  acquire  Liberty  National's  subsidiary  banks  in 
Kentucky  and  Indiana.^  Banc  One  also  has  applied  under  section 
4(c)(8)  of  the  BHC  Act  (12  U.S.C.  §  1843(c)(8))  to  acquire  the  non- 
banking  subsidiaries  of  Liberty  National.  The  Liberty  National  sub- 
sidiaries to  be  acquired  in  this  proposal  are  listed  in  the  appendix. 

Notice  of  the  applications,  affording  interested  persons  an  oppor- 
tunity to  submit  comments,  has  been  published  (59  Federal  Reg- 
ister 11,605  (1994)).  The  time  for  filing  comments  has  expired,  and 
the  Board  has  considered  the  applications  and  all  comments  re- 
ceived in  light  of  the  factors  set  forth  in  sections  3(c)  and  4(c)(8) 
of  the  BHC  Act. 

Banc  One,  with  total  deposits  of  $61.1  billion,  controls  subsidiary 
banks  in  Ohio,  Indiana,  Michigan,  Wisconsin,  Illinois,  Texas,  Colo- 
rado, Kentucky,  West  Virginia,  Arizona,  California,  Oklahoma,  and 
Utah.  Upon  consummation  of  the  proposal.  Banc  One  would  be- 
come the  largest  commercial  banking  organization  in  Kentucky, 
controlling  $5.1  billion  in  deposits,  representing  14.8  percent  of  the 
total  deposits  in  commercial  banking  organizations  in  the  State.^  In 
Indiana,  Banc  One  would  remain  the  second  largest  commercial 
banking  organization,  controlling  $6  billion  in  deposits,  represent- 
ing 12.2  percent  of  the  total  deposits  in  commercial  banking  organi- 
zations in  the  State. 

Douglas  Amendment  Analysis 

Section  3(d)  of  the  BHC  Act,  the  Douglas  Amendment,  prohibits 
the  Board  from  approving  an  application  by  a  bank  holding  com- 
pany to  acquire  control  of  any  bank  located  outside  of  the  bank 
holding  company's  home  State,  unless  such  acquisition  is  "specifi- 
cally authorized  by  the  statute  laws  of  the  State  in  which  such 
bank  is  located,  by  language  to  that  effect  and  not  merely  by  impH- 
cation."^  For  purposes  of  the  Douglas  Amendment,  Banc  One's 
home  State  is  Ohio. 

The  Board  previously  has  determined  that  the  interstate  statutes 
of  Kentucky  and  Indiana  permit  a  bank  holding  company  located 
in  Ohio  to  acquire  banking  organizations  in  those  States.^  Based  on 


^In  connection  with  this  apphcation,  Banc  One  has  requested  approval  to  acquire  an  option 
to  purchase  up  to  17  jjercent  of  the  voting  shares  of  Liberty  National.  This  option  will  terminate 
uf)on  consummation  of  this  piropoeal. 

^ State  dejxieit  data  are  as  of  December  30,  1993. 

^  12  U.S.C.  §  1842(d).  A  bank  holding  company's  home  State  is  that  State  in  which  the  oper- 
ations of  the  bank  holding  company's  banking  subsidiaries  were  principally  conducted  on  July 
1,  1966,  or  the  date  on  which  the  compiany  became  a  bank  holding  company,  whichever  is  later. 

*See  Banc  One  Corporation,  78  Federal  Reserve  Bulletin  699  (1992)  (acquisition  of  Kentucky 
banks  by  Ohio  bank  holding  companies);  Banc  One  Corporation,  72  Federal  Reserve  Bulletin  422 
(1988)  (acquisition  of  Indiana  banks  by  Ohio  bank  holding  companies).  Under  Kentucky  law, 
each  bank  to  be  acquired  must  have  been  in  existence  for  at  least  5  years,  and  the  proposed 
transaction  must  not  result  in  the  acquiring  organization  controlling  more  than  15  p>ercent  of 

Continued 
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all  the  facts  of  record,  the  Board  has  determined  that  its  approval 
of  this  proposal  is  not  prohibited  by  the  Douglas  Amendment.  Ap- 
proval of  this  proposal  is  conditioned  upon  Banc  One  receiving  all 
required  State  regulatory  approvals. 

Competitive  Considerations 

Banc  One  and  Liberty  National  compete  directly  in  the  Lexing- 
ton, Kentucky,  and  Cincinnati,  Ohio,  banking  markets.^  Banc  One 
is  the  largest  depository  institution  in  the  Lexington  market,  con- 
trolling $1.1  billion  in  deposits,  representing  31  percent  of  the  total 
deposits  in  depository  institutions  in  the  market  ("market  depos- 
its").^ Liberty  National  is  the  fifth  largest  depository  institution  in 
the  market,  controlling  $201.5  million  in  deposits,  representing  5.7 
percent  of  market  deposits.  Upon  consummation  of  this  proposal. 
Banc  One  would  control  $1.3  billion  in  deposits,  representing  36.5 
percent  of  market  deposits.  The  Herfindahl-Hirschman  Index 
("HHI")  for  the  market  would  increase  bv  349  points  to  1672."^  Banc 
One  has  committed  to  divest  two  brancnes  in  this  market  to  miti- 
gate any  potential  anti-competitive  effects  of  this  proposal,  and 
with  these  divestitures.  Banc  One  would  control  34.7  percent  of 
market  deposits  and  the  HHI  would  increase  by  238  points  to 
1561.^  In  the  Cincinnati  banking  market,  consummation  of  the  pro- 
posal would  not  exceed  the  Department  of  Justice  merger  guide- 
lines.^ 

In  light  of  all  the  facts  of  record,  including  the  number  of  com- 
petitors remaining  in  the  markets,  the  increase  in  market  share 
and  market  concentration  as  measured  by  the  HHI,  and  the  pro- 
posed divestitures,  the  Board  concludes  that  consummation  of  the 
proposal  would  not  have  a  significantly  adverse  effect  on  competi- 


total  deposits  held  by  depwsitory  institutions  in  Kentucky.  Ky.  Rev.  Stat.  Ann.  §§287.900(2)  and 
(3).  Each  of  Liberty  National's  subsidiary  banks  has  been  in  existence  for  5  years,  and  upon 
consummation  of  this  proposal,  Banc  One  would  control  approximately  11.9  p>ercent  of  the  total 
deposits  in  depository  institutions  in  Kentucky. 

"The  Lexington,  Kentucky,  banking  market  is  approximated  by  the  counties  of  Bourbon, 
Clark,  Fayette,  Jessamine,  Powell,  Scott,  and  Woodford,  all  in  Kentucky.  The  Cincinnati,  Ohio, 
banking  market  is  approximated  by  Dearborn  County,  Indiana;  Boone,  Campbell,  Grant,  Ken- 
ton, and  Pendleton  Counties  in  Kentucky;  Clarmont  and  Hamilton  Counties  in  Ohio,  and  parts 
of  Brown,  Butler,  and  Warren  Counties  in  Ohio. 

*In  this  context,  depKJsitory  institutions  include  commercial  banks,  savings  banks,  and  savings 
associations.  Market  dep)06it  data  are  as  of  June  30,  1993,  and  are  based  on  calculations  in 
which  the  defxisits  of  thrift  institutions  are  included  at  50  percent.  The  Board  previously  has 
indicated  that  thrift  institutions  have  become,  or  have  the  potential  to  become,  major  com[)eti- 
tors  of  commercial  banks.  See  WM  Bancorp,  76  Federal  Reserve  Bulletin  788  (1990);  National 
City  Corporation,  70  Federal  Reserve  Bulletin  743  (1984). 

MJnder  the  revised  Department  of  Justice  Merger  Guidelines,  49  Federal  Register  26,823 
(June  29,  1984),  a  market  in  which  the  post-merger  HHI  is  between  1,000  and  1,800  is  consid- 
ered moderately  concentrated.  The  Justice  Department  has  informed  the  Board  that  a  bank 
merger  or  acquisition  generally  will  not  be  challenged  (in  the  absence  of  other  factors  indicating 
anti-competitive  effects)  unless  the  post-merger  HHI  is  at  least  1,800  and  the  merger  increases 
the  HHI  by  200  points.  The  Justice  Department  has  stated  that  the  higher  than  normal  HHI 
thresholds  for  screening  bank  mergers  for  anti-competitive  effects  implicitly  recognize  the  com- 
petitive effect  of  limited- purpose  lenders  and  other  non-depository  financial  entities. 

*Banc  One  has  executed  an  agreement  to  sell  the  two  branches  in  the  Lexington  banking 
market  to  a  bank  holding  company  that  currently  operates  in  the  market  and  has  committed 
to  complete  these  divestitures  within  180  days  of  consummation  of  the  transaction.  Banc  One 
also  has  committed  that,  in  the  event  it  is  unsuccessful  in  completing  these  divestitures  within 
180  days  of  consummation  of  the  proposal,  it  will  transfer  the  relevant  oflice  or  offices  to  an 
indep)endent  trustee  with  instructions  to  sell  the  office  or  offices  promptly.  See  BankAmerica 
Corporation,  78  Federal  Reserve  Bulletin  337,  340  (1992);  and  United  New  Mexico  Financial  Cor- 
poration, 77  Federal  Reserve  Bulletin  484,  485  (1991). 

®ln  the  Cincinnati  banking  market.  Banc  One  would  become  the  fifth  largest  depository  insti- 
tution in  the  market,  controlling  $909.7  million  in  deposits,  representing  4.8  percent  of  market 
deposits.  The  HHI  for  the  market  would  increase  by  10  points  to  1221. 


69 

tion  in  the  Lexington  and  Cincinnati  banking  markets  or  any  rel- 
evant banking  market. 

Convenience  and  Needs  Considerations 

In  acting  upon  an  application  to  acquire  a  depository  institution 
under  the  BHC  Act,  the  Board  must  consider  the  convenience  and 
needs  of  the  communities  to  be  served,  and  take  into  account  the 
records  of  the  relevant  depository  institutions  under  the  Commu- 
nity Reinvestment  Act  (12  U.S.C.  §2901  et  seq.)  ("CRA").  The  CRA 
requires  the  Federal  financial  supervisory  agencies  to  encourage  fi- 
nancial institutions  to  help  meet  the  credit  needs  of  the  local  com- 
munities in  which  they  operate,  consistent  with  the  safe  and  sound 
operation  of  such  institutions.  To  accomplish  this  end,  the  CRA  re- 
quires the  appropriate  Federal  supervisory  authority  to  "assess  the 
institution's  record  of  meeting  the  credit  needs  of  its  entire  commu- 
nity, including  low-  and  moderate-income  neighborhoods,  consistent 
with  the  safe  and  sound  operation  of  such  institution,"  and  to  take 
that  record  into  account  in  its  evaluation  of  bank  holding  company 
applications.  ^° 

The  Board  has  received  comments  from  several  organizations 
and  an  individual  on  this  proposal.  Three  community-based  organi- 
zations and  an  individual  in  Kentucky  commented  in  favor  of  the 
proposal,  commending  Liberty  National's  commitment  to  affordable 
housing  in  Louisville,  and  its  development  of  lending  programs  for 
minority  and  low-  and  moderate-income  borrowers.  The  Board  also 
received  comments  opposing  the  proposal,  including  comments  from 
the  National  Community  Reinvestment  Network  representing  sev- 
eral organizations  ("Protestants").  Protestants'  allege,  on  the  basis 
of  data  filed  under  the  Home  Mortgage  Disclosure  Act  ("HMDA") 
(12  U.S.C.  §2801  et  seq.),  that  Banc  One  and  Liberty  National  have 
engaged  in  discriminatory  lending  practices  against  African-Ameri- 
cans in  housing-related  loans,  and  that  both  institutions  have 
failed  to  meet  the  credit  needs  of  minority-owned  small  busi- 
nesses.^^ Protestants  further  allege  that  the  two  organizations  have 
a  poor  record  of  marketing  and  outreach  to  the  African-American 
community. 

The  Board  has  carefully  reviewed  the  CRA  performance  records 
of  Banc  One,  Liberty  National,  and  their  respective  subsidiary 
banks,  as  well  as  all  comments  received  regarding  these  applica- 
tions. Banc  One's  responses  to  those  comments,  and  all  other  rel- 
evant facts  of  record  in  light  of  the  CRA,  the  Board's  regulations, 
and  the  Statement  of  the  Federal  Financial  Supervisory  Agencies 
Regarding  the  Community  Reinvestment  Act  ("Agency  CRA  State- 
ment").i2 


1"  12  U.S.C.  §2903. 

11  Protestants'  comments  relate  to  the  Ohio  subsidiary  banks  of  Banc  One  in  Columbus,  Cin- 
cinnati, Cleveland,  and  Akron,  and  Liberty  National's  subsidiary  banks  in  Louisville  and  Er- 
langer,  both  in  Kentucky,  and  in  Charlestown,  Indiana.  IVotestants  also  maintain  that  there 
is  insuTricient  information  about  the  specific  CRA  activities  of  Banc  One  to  support  approval, 
including  a  lack  of  information  about  Banc  One's  charitable  contributions  and  the  ethnic  com- 
position of  its  small-business  and  consumer-loan  applicants.  Protestants  have  also  requested 
that  the  Board  make  a  referral  to  the  Department  of  Justice,  and  have  indicated  that  they  filed 
their  comments  on  these  applications  with  the  Department  of  Justice  on  March  31,  1994. 

^54  Federal  Register  13,742  (1989). 
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Records  of  Performance  Under  the  CRA 

A.  Evaluations  of  CRA  Performance 

The  Agency  CRA  Statement  provides  that  a  CRA  examination  is 
an  important  and  often  controlHng  factor  in  the  consideration  of  an 
institution's  CRA  record  and  that  these  reports  will  be  given  great 
weight  in  the  applications  process. ^^  Banc  One's  lead  subsidiary 
bank  in  Ohio,  Bank  One,  Columbus,  NA.  ("Bank  One-Columbus"), 
received  an  "outstanding"  rating  from  the  Office  of  the  Comptroller 
of  the  Currency  ("OCC")  at  its  most  recent  examination  for  CRA 
performance  as  of  April  28,  1993.  In  addition,  all  but  one  of  Banc 
One's  remaining  80  subsidiary  banks  that  have  been  examined  for 
CRA  performance  received  either  "outstanding"  or  "satisfactory" 
ratings  from  their  primary  regulators  in  the  most  recent  examina- 
tions of  their  CRA  performance.^'* 

Liberty  National's  lead  bank,  Liberty  National  of  Louisville  ("Lib- 
erty Bank-Louisville"),  received  an  "outstanding"  rating  from  its 
primary  regulator,  the  OCC,  at  its  most  recent  examination  for 
CRA  performance  as  of  August  31,  1992.  In  addition,  all  of  Liberty 
National's  remaining  six  subsidiary  banks  that  have  been  exam- 
ined for  CRA  performance  received  either  "outstanding"  or  "satis- 
factory" ratings  from  their  primary  regulators  in  the  most  recent 
examinations  of  their  CRA  performance.^^ 

In  connection  with  several  recent  applications,  the  Board  has  re- 
viewed in  detail  the  performance  ratings  of  Banc  One's  subsidiary 
banks  in  light  of  Banc  One's  corporate  CRA  policies. ^^  For  the  rea- 
sons more  fully  stated  in  those  orders,  which  are  incorporated  by 
reference,  the  Board  has  found  that  these  policies  have  sub- 
stantively contributed  to  the  satisfactory  or  better  CRA  perform- 
ance evaluations  achieved  by  almost  all  of  Banc  One's  subsidiary 
banks.  Following  consummation  of  this  proposal,  Banc  One  will  in- 
tegrate Liberty  National  completely  into  its  community  reinvest- 
ment program,  and  each  Liberty  National  subsidiary  bank  will 
adopt  Banc  One's  CRA  policies  to  enhance  its  CRA  programs. 

B.  HMDA  Data 

Protestants  allege  that  data  required  to  be  filed  under  the 
HMDA  show  that  Banc  One's  subsidiary  banks  in  Columbus,  Cin- 
cinnati, Cleveland,  and  Akron,  and  Liberty  Bank-Louisville,  Lib- 
erty Bank-Indiana,  and  Liberty  Bank-Northern  Kentucky,  dis- 
criminate against  African-Americans  in  the  provision  of  home  pur- 


^^Id.  at  13,745  (1989).  Protestants  disagree  with  the  CRA  performance  evaluations  of  Banc 
One  and  Liberty  National's  subsidiary  banks  by  Federal  banking  supervisors,  and  allege  that 
these  evaluations  are  contrary  to  relevant  lending  data. 

"In  this  regard.  Bank  One,  Akron,  N.A.  ("Bank  One-Akron")  was  assigned  a  rating  of 'satis- 
factory" by  the  OCC  as  of  February  26,  1993;  and  Bank  One,  Cincinnati,  N.A.  ("Bank  One-Cin- 
cinnati") was  assigned  a  rating  of  "satisfactory"  by  the  OCC  as  of  July  20,  1993.  The  OCC  as- 
signed a  rating  of  "needs  to  improve"  to  Bank  One,  Cleveland,  N.A.  ("Bank  One-Cleveland")  as 
of  April  12,  1993.  As  discussed  in  this  order,  Banc  One  has  Uken  corrective  steps  to  improve 
the  CRA  performance  of  this  bank. 

i^In  this  regard,  Liberty  National  Bank  of  Indiana  ("Liberty  Bank-Indiana")  was  assigned  a 
rating  of  "outstanding"  by  the  OCC  as  of  May  31,  1993;  and  Liberty  National  Bank  of  Northern 
Kentucky  ("Liberty  Bank-Northern  Kentucky")  was  assigned  a  rating  of  "satisfactory"  by  the 
OCC  as  of  August  31,  1992. 

^^Banc  One  Corporation  (FirsTier),  79  Federal  Reseriie  Bulletin  1168  (1993)  ("the  FirsTicr 
Order");  See  also  Banc  One  Corporation  (Valley  National  Corporation),  79  Federal  Reserve  Bul- 
letin 524  (1993)  ("the  Valley  National  Order"). 
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chase  mortgage  and  refinancing  loans. ^^  In  particular,  Protestants 
contend  that  the  disparities  shown  in  the  1992  data  in  the  number 
of  loan  applications  from  and  originations  to  African-Americans, 
and  in  the  denial  rates  for  African-Americans,  when  compared  to 
white  borrowers  indicate  illegal  discriminatory  practices. 

In  some  categories,  the  HMDA  data  for  1992  indicate  that  these 
Banc  One  and  Liberty  National  banks  are  lending  at  a  level  that 
meets  or  exceeds  their  peers.  For  example,  HMDA-reported  loan 
originations  by  Banc  One's  Ohio  subsidiaries  to  African-Americans 
in  1992,  as  a  percentage  of  total  loans  originated  by  these  banks, 
exceeds  the  aggregate  percentage  of  loans  made  to  African-Ameri- 
cans by  peer  organizations.  Furthermore,  the  data  indicate  an  in- 
crease from  1992  to  1993  in  the  number  of  HMDA-reported  loan 
applications  received  from  African-Americans  by  Banc  One's  four 
subsidiary  banks,  as  well  as  an  increase  in  the  number  of  origina- 
tions to  this  group. ^^  However,  both  the  1992  and  1993  data  show 
a  low  number  of  housing-related  loans  to  African-Americans,  and 
disparities  in  the  declination  rates  for  African-Americans  compared 
to  white  applicants  at  the  subsidiary  banks  of  both  Banc  One  and 
Liberty  National.  ^^ 

The  Board  is  concerned  when  an  institution's  record  indicates 
disparities  in  lending  to  minority  applicants  and  believes  that  all 
banks  are  obligated  to  ensure  that  their  lending  practices  are  based 
on  criteria  that  assure  not  only  safe  and  sound  lending,  but  also 
assure  equal  access  to  credit  by  creditworthy  applicants  regardless 
of  race.  The  Board  recognizes,  however,  that  HMDA  data  alone  pro- 
vide only  a  limited  measure  of  any  given  institution's  lending  in  its 
community.  The  Board  also  recognizes  that  HMDA  data  have  limi- 
tations that  make  the  data  an  inadequate  basis,  absent  other  infor- 
mation, for  conclusively  determining  whether  an  institution  has  en- 
gaged in  illegal  discrimination  in  making  lending  decisions. 

The  most  recent  OCC  examinations  for  CRA  compliance  and  per- 
formance of  Banc  One's  subsidiary  banks  in  Columbus,  Cincinnati, 
Cleveland,  and  Akron  found  no  evidence  of  illegal  discrimination  or 
other  illegal  credit  practices.  Examiners  also  found  no  evidence  of 
any  practices  or  procedures  that  would  discourage  applications  for 
available  credit  from  any  segment  of  the  delineated  communities  of 


^''Protestants  also  have  criticized  Liberty  National  Bank  of  Lexington,  Lexington,  Kentucky, 
for  its  lack  of  lending  and  outreach  to  African-Americans.  That  bank,  which  was  assigned  a  rat- 
ing of  "satisfactory"  by  the  OCC  at  its  most  recent  examination  for  CRA  performance  as  of  June 
30.  1992,  was  merged  into  Liberty  Bank-Louisville  on  October  1,  1993. 

For  example,  from  1992  to  1993,  the  number  of  loan  applications  from  African-Americans 
increased  ft-om  1736  to  2232,  and  the  number  of  originations  increased  from  772  to  901. 

^^Protestants  requested  that  the  Board  delay  action  until  the  Federal  Reserve  System  has 
conducted  a  comprehensive  study  of  the  home  lending  practices  of  the  subsidiary  banks  of  Banc 
One  and  has  conducted  an  audit  of  the  number  and  dollar  amount  of  small-business  loans  and 
contracts  awarded  to  African-Americans  by  these  banks.  Protestants  also  requested  additional 
time  to  analyze  the  1993  HMDA  data  or,  in  the  alternative,  that  the  Board  not  use  the  data 
in  its'  analysis  of  this  case.  In  addition,  Protestants  requested  that  the  Board  not  act  on  these 
applications  until  the  two  vacancies  on  the  Board  have  been  filled. 

The  Board  has  carefully  reviewed  substantial  information  relating  to  the  CRA  performance 
of  Banc  One  and  Liberty  National  in  this  case,  including  data  relating  to  small -business  lending. 
The  Board  provided  Protestants  with  a  substantial  comment  p)eriod  of  approximately  98  days, 
including  a  14-day  extension  of  the  comment  period  to  submit  additional  comments  and  analysis 
of  these  applications.  Protestant  did  submit  substantial  written  comments  on  this  case.  Based 
on  all  the  facts  of  record,  including  the  substantial  comments  that  have  been  submitted  by 
Protestants,  the  Board  does  not  believe  a  further  delay  in  acting  on  these  applications  is  war- 
ranted. 
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these  banks. ^°  Moreover,  these  examinations  indicate  generally 
that  the  geographic  distribution  of  each  institution's  credit  exten- 
sions, applications,  and  denials  reflect  reasonable  penetration  in  all 
segments  of  their  delineated  communities,  including  low-  and  mod- 
erate-income areas. ^^  In  addition.  Banc  One  has  taken  steps  to  en- 
sure that  all  loan  decisions  are  made  in  accordance  with  fair  lend- 
ing laws.  For  example,  compliance  officers  at  Bank  One-Columbus 
and  Bank  One-Cincinnati  periodically  review  files  of  approved  and 
denied  consumer  loan  applications  as  part  of  the  corporate  compli- 
ance program  to  ensure  that  the  banks'  loan  process  is  conducted 
on  a  nondiscriminatory  basis. 

The  most  recent  OCC  examinations  for  CRA  compliance  and  per- 
formance of  Liberty  Bank-Louisville,  Liberty  Bank-Indiana,  and 
Liberty  Bank-Northern  Kentucky  also  found  no  evidence  of  illegal 
discrimination  or  other  illegal  credit  practices. ^^  In  addition,  exam- 
iners found  no  evidence  of  any  practices  or  procedures  that  would 
discourage  applications  for  available  credit  from  any  segment  of  the 
delineated  communities  of  these  banks.  Liberty  National's  subsidi- 
aries also  have  a  second  review  process  whereby  every  recom- 
mended denial  of  a  mortgage,  small  business  or  commercial  loan 
application  receives  a  second  review  to  insure  that  the  recommen- 
dation is  consistent  with  fair  lending  laws. 

C.  Banc  One's  Record  of  Performance 

Lending  Programs  of  Subsidiary  Banks.  The  FirsTier  Order 
noted  that  the  lending  programs  at  each  of  the  four  Banc  One  sub- 
sidiary banks  identified  by  Protestants  offered  a  variety  of  credit 
products  and  services  designed  to  assist  in  meeting  the  credit  needs 
of  low-  and  moderate-income  and  minority  neighborhoods,  and  in 
particular  inner-city  neighborhoods,  within  their  delineated  com- 
munities.^^ The  Board  has  carefully  reviewed  the  lending  programs 
of  these  banks  in  light  of  Protestants'  comments  and  the  Board's 
previous  assessment  of  the  banks'  lending  activities. 

Columbus.  Bank  One-Columbus  offers  a  number  of  direct  and 
subsidized  home-loan  products  through  the  Community  Home  Buy- 
ers Program;  the  Ohio  Housing  Finance  Agency  First  Time  Home- 
buyers  Program;  and  a  variety  of  Government-sponsored  loan  pro- 
grams, including  programs  through  the  Federal  Housing  Authority 
and  the  Veterans  Administration.  In  addition,  from  1991  through 
the  first  quarter  of  1993,  the  bank  made  1,627  small  business  loans 
totalling  $61.5  million,  $47  million  of  which  were  generated  by 
branches  serving  low-  and  moderate-income  areas.  Furthermore,  as 
of  December  31,  1993,  the  bank  had  76  commercial  loans  and  lines 


^Protestants  allege  that  Banc  One's  subsidiary  banks  prcscreened  minority  applicants  and 
thereby  have  been  able  to  lower  their  denial  rates.  The  OCC  found  in  its  1993  CRA  examina- 
tions that  each  bank  has  adopted  policies,  procedures,  and  training  programs  to  preclude  illegal 
credit  practices.  Periodic  self-assessments  are  also  performed  at  several  of  the  banks  to  assure 
the  adequacy  of  these  policies,  procedures,  and  programs. 

21  The  OCC's  1993  examination  of  Banc  One-Akron  found  a  low  number  of  home  purchase 
applications  from  minority  applicants  in  1991.  The  OCC  noted  that  bank  lenders  were  working 
with  area  realtors  and  a  neighborhood  organization  to  increase  the  number  of  minority  appli- 
cants and  that  the  bank  adopted  a  revised  marketing  plan  in  1993  to  increase  applications  from 
minorities. 

^The  OCC  noted  some  substantive  technical  violations  relating  to  H.MDA  reporting  and  fair 
lending  laws  at  Liberty  Bank-Louisville  and  Liberty  Bank-Northern  Kentucky.  The  OC'C  has 
indicated  that  management  implemented  appropriate  corrective  actions  during  the  examination. 

"See  the  FireTier  Order,  supra,  at  1 170-72. 
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of  credit  totalling  approximately  $23  million  outstanding  to  borrow- 
ers in  census  tracts  in  the  Columbus  Metropolitan  Statistical  Area 
("MSA")  that  had  a  minority  population  greater  than  80  percent. 

Cincinnati.  Bank  One-Cincinnati  has  introduced  a  "Welcome 
Home"  loan  program  designed  to  facilitate  home  ownership  for  low- 
and  moderate-income  individuals  by  reducing  down  payment  re- 
quirements and  closing  costs,  eliminating  mortgage  guaranty  insur- 
ance, and  employing  flexible  underwriting  guidelines.  As  of  June 
30,  1993,  131  applications  had  been  approved  under  this  program, 
including  22  from  African-Americans,  for  a  total  of  approximately 
$7.8  million.  In  addition,  Bank  One-Cincinnati  generated  71  small- 
business-loan  applications  from  low-  and  moderate-income  neigh- 
borhoods, and  made  30  of  these  loans  during  the  first  half  of  1993. 
The  bank  had  four  commercial  loans  and  lines  of  credit  totalling 
approximately  $1  million  outstanding  to  borrowers  in  census  tracts 
in  the  Cincinnati  MSA  that  had  a  minority  population  greater  than 
80  percent  as  of  December  31,  1993. 

Akron.  Bank  One-Akron  has  developed  the  "Own-A-Home  Pro- 
gram," an  affordable-housing  loan  product  targeting  low-  and  mod- 
erate-income individuals  in  its  delineated  community.  Through  this 
program.  Bank  One-Akron  extended  77  loans  totalling  $2.8  million 
in  1992.  Bank  One-Akron  also  extended  385  small  business  loans 
totalling  $31.9  million  in  1992,  and  participates  in  various  Govern- 
ment-sponsored loan  programs.  As  of  December  31,  1993,  the  bank 
had  20  commercial  loans  and  lines  of  credit  totalling  approximately 
$2  million  outstanding  to  borrowers  in  census  tracts  in  the  Akron 
MSA  that  had  a  minority  population  greater  than  80  percent. 

Cleveland.  The  Board  previously  has  recognized  weaknesses  in 
aspects  of  the  CRA  performance  of  Bank  One-Cleveland,  and  has 
considered  Banc  One's  efforts  to  improve  its  performance  in  these 
areas.  In  approving  Banc  One's  acquisition  of  Valley  National  Cor- 
poration, the  Board  required  Banc  One  to  submit  to  the  Board, 
when  delivered  to  the  OCC,  a  copy  of  its  plan  to  address  areas  of 
concern  in  the  CRA  program  of  Bank  One-Cleveland,  and  to  sub- 
mit periodic  reports  on  the  progress  of  this  plan.^'^  The  Board  be- 
lieves that  progress  has  been  shown  since  the  Valley  National  ac- 
quisition to  improve  Bank  One-Cleveland's  CRA  performance.  For 
example,  it  has  introduced  several  new  loan  products  designed  to 
meet  the  credit  needs  of  low-  and  moderate-income  communities  in- 
cluding: (1)  a  home-mortgage  product  with  low  down  payment  re- 
quirements and  flexible  underwriting  criteria;  (2)  a  mortgage-loan 
product  that  covers  both  acquisition  and  rehabilitation  costs;  (3)  a 
secured  home-improvement  loan  product;  and  (4)  a  mortgage  loan 
for  one-to-eight-unit  rental  properties.'^'  In  addition,  the  bank  re- 
cently opened  a  branch  in  Fairfax,  a  low-  and  moderate-income 
neighborhood  in  Cleveland.  Finally,  as  of  December  31,  1993,  the 
bank  had  74  commercial  loans  and  lines  of  credit  totalling  approxi- 


^  See  the  Valley  National  Order. 

^  Banc  One-Cleveland  introduced  ilB  Home  Buyer's  Dream  program  in  -May,  199.3.  This  pro- 
gram has  a  low  down  payment  requirement,  provides  Tinanang  for  clfKing  costs,  and  provides 
a  waiver  of  mortgage  insurance.  In  the  fourth  quarter  of  199.'),  Banc  One--(^leveland  extended 
77  loans  for  a  total  of  S4.4  million  under  this  prfjgram.  In  the  third  and  fourth  quarters  of  199,3, 
Banc  One-Cleveland  made  .30  home  improvement  loans,  totalling  S4K9,000.  to  borrowers  living 
in  low-  and  moderate-income  areas  of  the  Cleveland  metropolitan  area,  under  its  home  improve- 
ment loan  program  that  has  a  higher-than-usual  debt-to-income  ratio. 
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matelv  $11  million  outstanding  to  borrowers  in  census  tracts  in  the 
Cleveland  MSA  that  had  a  minority  population  greater  than  80 
percent.^^ 

Ascertainment  and  Marketing.  The  Board  noted  in  the  Valley  Na- 
tional Order  that  Banc  One  affiliates  actively  assess  the  credit  and 
banking  needs  of  their  local  service  areas.  Each  affiliate  bank  is  re- 
sponsible for  formulating  and  submitting  to  its  board  of  directors 
a  strategic  plan  for  identifying  local  banking  needs.  Furthermore, 
each  bank  engages  in  direct  communication  with  its  service  com- 
munities through  interviews  with  community  leaders,  the  creation 
of  community  advisory  councils,  and  bank  participation  in  commu- 
nity organizations. 

Banc  One's  subsidiary  banks  market  specific  products  by  adver- 
tising on  television  and  radio  and  in  print  media.  They  also  supple- 
ment corporate  marketing  materials  to  meet  the  individual  needs 
of  their  banking  communities.  For  example,  the  OCC's  1993  exam- 
ination found  that  Bank  One-Columbus  maintained  and  analyzed 
media  demographics  and  market  circulation/coverage  data  in  order 
to  target  specific  audiences.  The  examination  found  that  the  bank 
consistently  advertises  in  local  newspapers,  including  minority  pub- 
lications, and  advertises  on  radio  stations  with  large  minority  audi- 
ences. The  bank  also  holds  seminars  targeted  at  start-up,  minority 
and  female-owned  businesses.  The  OCC's  1993  examination  of 
Banc  One-Cincinnati  found  that  the  bank  attempts  to  reach  low- 
and  moderate-income  neighborhoods  through  the  use  of  door  hang- 
ers, bus  bench  advertisements,  billboards,  and  advertisements  in 
publications  and  on  radio  stations  with  large  low-  and  moderate- 
income  and  minority  audiences.  The  bank's  Doard  of  directors  and 
senior  management  periodically  review  internal  analyses  of  the  ge- 
ographic distribution  of  the  bank's  products,  and  use  these  analyses 
to  evaluate  marketing  efforts  in  targeted  geographic  areas  and  to 
develop  new  products  to  make  credit  more  widely  available. 

In  its  1993  examination  of  Banc  One-Akron,  the  OCC  found  that 
the  bank  had  a  comprehensive  program  for  ascertaining  credit 
needs  and  that  the  bank  advertised  its  products  in  low-  and  mod- 
erate-income communities  and  in  a  minority-owned  newspaper.  The 
OCC  noted  in  its  1993  examination  that  this  bank  had  instituted 
a  more  aggressive  marketing  plan  in  1993  in  response  to  a  low 
level  of  home  mortgage  applications  from  minorities  in  1991  and 
1992.  Finally,  the  OCC's  1993  examination  of  Bank  One-Cleveland 
found  that  it  adequately  ascertains  the  credit  needs  of  its  commu- 
nity, and  that  a  significant  portion  of  the  bank's  CRA  marketing 
efforts  was  devoted  to  targeted  marketing  through  newsletters  and 
programs  sponsored  by  minority  groups.  The  bank  advertises  con- 
sistently in  a  newspaper  targeted  to  minorities,  and  on  radio  sta- 
tions that  have  a  significant  number  of  minority  listeners. 

D.  Conclusion  Rkgahding  Conveniknck  and  Nkkds  Factors 

The  Board  has  carefully  considered  all  the  facts  of  record,  includ- 
ing the  comments  received,  in  reviewing  the  convenience  and  needs 
factors  under  the  BHC  Act.  Based  on  a  review  of  the  entire  record 


^Thc  Board  will  continue  to  monitor  the  pr()f,T-eKK  of  Banc  One-Cleveland  in  improving  its 
CRA  program,  including  reviewing  progress  rcporUs  that  arc  submitted  to  the  Federal  Reserve 
Bank  of  ('leveland  on  a  regular  basis. 
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of  performance,  including  information  provided  by  commenters  sup- 
porting the  proposal  and  the  Protestants,  and  the  CRA  perform- 
ance examinations  by  the  banks'  primary  regulators,  the  Board  be- 
lieves that  the  efforts  of  Banc  One  and  Liberty  National  to  help 
meet  the  credit  needs  of  all  segments  of  the  communities  served  by 
their  subsidiary  banks  are  consistent  with  approval  of  these  appli- 
cations. The  Board  concludes  that  convenience  and  needs  consider- 
ations, including  the  CRA  performance  records  of  the  companies 
and  banks  involved  in  these  proposals,  are  consistent  with  approval 
of  these  applications. ^"^ 

Other  Considerations 

The  financial  and  managerial  resources  and  future  prospects  of 
Banc  One,  Liberty  National,  and  their  respective  subsidiaries,  and 
other  supervisory  factors  the  Board  must  consider  under  section  3 
of  the  BHC  Act,  also  are  consistent  with  approval.^® 

Banc  One  also  has  applied,  pursuant  to  section  4  of  the  BHC  Act, 
to  acquire  the  nonbanking  subsidiaries  of  Liberty  National  that  en- 
gage in  consumer  lending,  credit-related  insurance,  and  certain  se- 
curities-related activities.  The  Board  previously  has  determined 
that  these  activities  are  permissible  for  bank  holding  companies 
under  section  4(c)(8)  of  the  BHC  Act,  the  Board's  Regulation  Y  and 
prior  Board  orders,  and  Banc  One  proposes  to  conduct  these  activi- 
ties in  accordance  with  those  regulations  and  orders.  The  record  in 
this  case  indicates  that  there  are  numerous  providers  of  these  non- 
banking  services,  and  there  is  no  evidence  in  the  record  to  indicate 
that  consummation  of  this  proposal  is  likely  to  result  in  any  signifi- 
cantly adverse  effects,  such  as  undue  concentration  of  resources, 
decreased  or  unfair  competition,  conflicts  of  interests,  or  unsound 
banking  practices  that  would  outweigh  the  public  benefits  of  this 
proposal.  Accordingly,  the  Board  has  determined  that  the  balance 
of  public  interest  factors  it  must  consider  under  section  4(c)(8)  of 
the  BHC  Act  is  favorable  and  consistent  with  approval  of  Banc 
One's  application  to  acquire  Liberty  National's  nonbanking  subsidi- 
aries. 


^^  Proieslants  have  requested  that  the  Board  hold  a  public  meeting  or  hearing  on  these  appli- 
cations. The  Board  is  not  required  under  section  3(b)  of  the  BHC  Act  to  hold  a  hearing  on  an 
application  unless  the  appropriate  banking  authority  for  the  bank  to  be  acquired  makes  a  timely 
written  recommendation  of  denial  of  the  application.  In  this  case,  neither  the  Kentucky  Depart- 
ment of  F'lnancial  Institutions  nor  the  Indiana  Department  of  F'inanaal  Institutions  has  rec- 
ommended denial  of  this  proposal. 

Generally,  under  the  Board's  rules,  the  Board  may,  in  its  discretion,  hold  a  public  hearing 
or  meeting  on  an  application  to  clarify  factual  issues  related  to  the  application,  and  to  provide 
an  opportunity  for  testimony,  if  appropriate.  12  C.F.R.  262.3(e)  and  262.2.5(d).  The  Board  has 
carefully  considered  this  request.  In  the  Board's  view,  interested  parties  have  had  a  sufficient 
opportunity  to  present  written  submissions,  and  have  submitted  substantial  written  comments 
that  have  been  considered  by  the  Board.  On  the  basis  of  all  the  facts  of  record,  the  Board  has 
determined  that  a  public  meeting  or  hearing  is  not  necessary  to  clarify  the  factual  record  in 
these  applications,  or  otherwise  warranted  in  this  case.  Accordingly,  the  request  for  a  public 
meeting  or  hearing  on  these  applications  is  hereby  denied. 

^  EVotestants  have  criticized  the  employment  practices  of  both  institutions  relating  to  minori- 
ties, including  minority  participation  in  senior  management,  on  boards  of  directors,  and  in  third- 
party  contracts.  In  this  regard,  the  Board  notes  that,  because  Banc  One  and  Liberty  National 
subsidiary  banks  employ  more  than  .50  people  and  act  as  an  agent  to  sell  or  redeem  U.S.  savings 
bonds  and  notes,  they  are  required  by  Treasury  Department  and  Department  of  Labor  regula- 
tions to:  (1)  file  annual  refxirts  with  the  K)qua1  Employment  Opportunity  Commission;  and  (2) 
have  in  place  a  written  affirmative  action  program  which  states  their  intentions,  efforts,  and 
plans  to  achieve  equal  opportunity  in  the  employment,  hiring,  promotion,  and  separation  of  per- 
sonnel. 
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Conclusion 

Based  on  the  foregoing  and  other  facts  of  record,  the  Board  has 
determined  that  the  appHcations  should  be,  and  hereby  are,  ap- 
proved. The  Board's  approval  is  expressly  conditioned  upon  compli- 
ance with  all  the  commitments  made  by  Banc  One  in  connection 
with  these  applications  and  with  the  conditions  referred  to  in  this 
order,  including  obtaining  all  required  State  approvals.  The  deter- 
minations as  to  the  nonbanking  activities  are  also  subject  to  all  the 
conditions  in  the  Board's  Regulation  Y,  including  those  in  sections 
225.4(d)  and  225.23(b)(3)  (12  C.F.R.  225.4(d)  and  225.23(b)(3)),  and 
to  the  Board's  authority  to  require  such  modification  or  termination 
of  the  activities  of  a  holding  company  or  any  of  its  subsidiaries  as 
the  Board  finds  necessary  to  assure  compliance  with,  or  to  prevent 
evasions  of  the  provisions  and  purposes  of  the  BHC  Act  and  the 
Board's  regulations  and  orders  issued  thereunder.  The  commit- 
ments and  conditions  relied  on  by  the  Board  in  reaching  this  deci- 
sion are  deemed  to  be  conditions  imposed  in  writing  by  the  Board 
in  connection  with  its  findings  and  decision,  and,  as  such,  may  be 
enforced  in  proceedings  under  applicable  law. 

The  acquisition  of  Liberty  National's  subsidiary  banks  shall  not 
be  consummated  before  the  thirtieth  calendar  day  following  the  ef- 
fective date  of  this  order,  and  the  acquisition  of  Liberty  National's 
subsidiary  banks  and  nonbanking  subsidiaries  shall  not  be  con- 
summated later  than  3  months  after  the  effective  date  of  this 
order,  unless  such  period  is  extended  for  good  cause  by  the  Board 
or  by  the  Federal  Reserve  Bank  of  Cleveland,  acting  pursuant  to 
delegated  authority. 

By  order  of  the  Board  of  Governors, ^^  effective  June  2,  1994. 


Jennifer  J.  Johnson 

Associate  Secretary  of  the  Board 


*®  Voting  for  this  action:  Chairman  Greenspan  and  Governors  Kelley,  La  Ware,  Lindsey,  and 
Phillips. 


77 

APPENDIX 

Subsidiary  Banks  to  be  Acquired 

(1)  Liberty  National  Bank  and  Trust  Company  of  Kentucky,  Lou- 
isville, Kentucky; 

(2)  Liberty  National  Bank  of  Owensboro,  Owensboro,  Kentucky; 

(3)  Liberty  National  Bank  and  Trust  Company  of  Central  Ken- 
tucky, Elizabethtown,  Kentucky; 

(4)  Liberty  National  Bank  of  Northern  Kentucky,  Erlanger,  Ken- 
tucky; 

(5)  Liberty  National  Bank  of  Shelbyville,  Shelbyville,  Kentucky; 

(6)  Liberty  National  Bank  and  Trust  Company  of  Indiana, 
Charlestown,  Indiana;  and 

(7)  Liberty  National  Bank  of  Western  Kentucky,  Madisonville, 
Kentucky. 

Nonbanking  Subsidiaries  to  be  Acquired 

(1)  Liberty  Financial  Services,  Inc.,  Louisville,  Kentucky,  and 
thereby  engage  in  consumer  lending  activities  and  the  sale  of  cred- 
it-related insurance  pursuant  to  sections  225.25(b)(1)  and  (8)(i)  and 
(ii)  of  the  Board's  Regulation  Y;  and 

(2)  Liberty  Investment  Services,  Inc.,  Louisville,  Kentucky,  and 
thereby  engage  in  full-service  securities  brokerage  services,  riskless 
principal  activities  and  underwriting  and  dealing  in  bank-eligible 
and  ineligible  securities  pursuant  to  sections  225.25(b)(15)  and  (16) 
of  the  Board's  Regulation  Y  and  prior  Board  orders. 
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the  Fe<leral  Reserve  Board  has  alreadv 
raised  short-term  rates  in  tnree  quar- 
ter-point installments  since  early  Feb- 
ruary, .^nd  W.ill  Street  expects  more 
rate  hikes  to  come,  even  though  the 
economy  exoandeu  at  only  a  2.6%  dip  in 
this  years  tirit  quarter. 
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Certainly,  the  Clinton  Administration 
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But  the  fears  of  the  forecasters  and 
the  mary.eLs  may  he  unfounded.  "Peoole 
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are  lakint;  the  last  15  years  and  just 
pi"0]ectini?  them  lorwartl,"  ?ays  Rich- 
ard Nelson,  economist  at  CuUiniiiia  Uni- 
versity. The  conveniioniii  ontlOijK  ur.ner- 
estimates  Corporate  America's  hii;;e 
prouuctivity  ^ains.  a  historic  'vave  oi 
technolovcical  innovation,  and  the  spread 
of  capitaHsm  around  the  worii:.  "Pro- 
ductivity has  dramatically  improved 
compared  with  the  prior  two  decades." 
says  Bruce  Steinberg,  economist  at 
Merrill  Lynch  i  Co.  ".\nd  improved 
productivity  means  the  economy  can 
grow  more  rapidly  without  tnggenni; 
iniiation." 

snu  STiHOY.  True,  the  recent  pickup  m 
rranuiactunne;  activity  is  raisini;  the 
specter  of  production  bottlenecks.  Yet  in 
an  increasin;?iy  gional  economy,  many 
.American  companies  can  snift  excess 
order  flows  to  factories  overseas.  And 
with  nearly  one-fifth  of  ail  ^ocds  boi.sht 
in  the  U.S.  prtvfuced  overseas,  ioreii?n 
competitors  are  ea^er  to  expand  their 
sales  should  stateside  companies  ag- 
gressively ruse  prices.  White-hot  inter- 
national competition  puts  a  damper  on 
the  ability  of  U.  S.  companies  to  jack  up 
prices. 

Fed  Chairman  .Alan  Greenspan 
agrees  that  the  growth  prospects  of 
the  U.  S.  economy  have  imoroved.  He 
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believes  the  economy's  ur.iVriying 
growth  trend  oi  productivnx  ;n  iioth  i 
manufacturing  and  services  has  recent-  | 
ly  risen  to  1.5%  and  that  tp.e  I'.oninfla- 
tionary  growth  potential  of  ir.e  U.  S.  :s  i 
certainly  r.igner  than  the  moiiesl  pace  i 
projected  by  conventional  visoom.  j 
"U.  S.  businesses  in  recent  years  r.ave  i 
been  investing  in  new 
capital  and  improving 
their  use  of  capital  in 
ways  that  are  .'naking 
the  U.  S.  economy  .-nore 
productive."  Greenspan 
recently  wrote. 

Stiil,  the  Fed  isn  I 
joining  in  any  victory 
dance— at  least  not  yet. 
Instead,  it  has  been  pur- 
suing a  tightfistea  mone- 
tary policy  as  Dart  of  a 
campaign  to  convince  rhe 
markets  that  ;t  won  t  let 
inflation  erupt.  

.And  the  markets,  it 
seems,  need  a  lot  of  convincing.  They 
were  seared  by  megabucx  losses  dunng 
the  1970s  pnce  soiral  and  won't  .-isk 
trillions  more  until  they  have  positive 
proof  that  higher  productivity  growth 
rates  are  here  to  stay  and  inflation  will 
remain  dormant,   ."or  example,  consu- 
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nor  price  increases  are  running  at  a  | 
2.0%  .innuai  rate  and  investors  are  lie-  i 
nanding  a  yield  of  more  than  T%  on 
10-year  Treasury  honils.  3y  cojitrast. 
A nen  intlatiun  vas  t.iis  low  .^ack  m  :he 
mid  I'JriOs.  investors  only  requirea  a 
yield  of  5%.  • 

How  good  can  growtn  get  before  the 
economy  overleats? 
Pernaps  a  lot  better 
■-.■•.an  most  people  think. 
Over  the  past  three 
years,  productivity  has 
been  rising  far  faster 
than  the  rate  assumed 
by  the  typical  fore- 
cast—a 2.6%  average  j 
annual  rate,  similar  to 
the  experience  of  the 
I'JSOs  and  1960s.  | 

In  Dart,  this  teilects  | 
the  typical  productivity  | 
rer>ouna  tnat  foiiovG  a  i^ 

recession.     But     with  || 

business  equipment  in-  jj 
vestment  hitting  9%  of  gross  domestic  Ij 
product.  Its  highest  level  in  the  postwar  i| 
penod.  the  productivity  surge  is  likely  jj 
to  continue.  Tack  on  labor- force  growth,  - 
and  that  means  the  economy  s  noninfla-  5 
tionary  growth  potential  could  be  as  |^ 
high  as  3.5%— and  not  for  two  quarters  || 
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or  a  year,  hiu  prrh.ips 
for  thv  resi  oi  ih? 
iliTailv. 

The   uap   l)Hween   a 
>;icmih  rale  ol  J.o\  and 
2.5%  may  not  seem  like 
much,  hut  it's  the  diHer 
ence  between  eating;  fish 
enKS    and    caviar.    The 
hiRher      growth      rate 
would  cumulatively  aad 
about  $1.2  trillion  more, 
in    1987  dollars,  to  the 
nation  s  output  by  the 
year  JOOO.   It  would  in- 
crease total  business  in- 
vestment over  ihe  next 
SIX  years  by  *170  billion. 
Per-capiua  income  would 
rise  to  523,600  instead 
o(  S2?..'50    The  federal 
budf^et    deficit    would 
shruei.    and    '.he    U.S. 
could    ..fford   to   spend 
plenty   more  on  educa- 
tion, trair.inij.  and  scien- 
tific researcn.  the  seed- 
corn  of  future  growth.  Strong  growth  | 
creates    a    powerful,    selfreinlorcing 
dynamic  ai!  its  own. 
STUNNING  p*ci.  Of  course,  many  econo-  | 
mists  remain  convinced  that  .America  i 
can't  grow  faster  because  it's  a  mature  ' 
economy.  The  U.  S..  they  say.  'las  iost 
its  economic  and  technological  leader- 
ship in   field  after  field   to  Asian  and 
European  rivals.  To  survive,  comp.Tnies 
are  slashing  costs  by  eliminating  work- 


ers even  entering  the  fourth  year  of 
recovery.  The  cold  war's  end.  with  the 
resultant  cutbacks  in  the  defense  indus- 
try. IS  dampening  growth,  too.  'Every- 
one hopes  the  rate  of  technical  progress 
can  pick  up  and  the  rate  of  proouctivity 
growth  will  pick  up."  says  Gary  Burt- 
less.  economist  at  the  Brookings  Institu- 
tion. "But  there  is  little  basis  for 
optimism." 

But  IS  the  U.  S.  reallv  stuck  in  medioc- 


rity,'  "Dronomies  have  ,i 
way  of  defying  expecta- 
tions." sayj  .-klan  dnnk- 
ley.  a  professor  of  history 
at  Columbia  University. 
For  example,  economists 
expected  anemic  grpwih 
m  the  U.  S.  in  the  wake 
of  World  War  II.  But  for 
the  following  generation 
the  economy  grew  at  a 
stunning  pace.  How 
about  the  limits-to- 
growth  panic  of  the 
1970s?  Oil.  food,  and  oth- 
er commodities  once 
feared  in  snort  supply 
are  now  in  cneap  abun- 
dance. Says  Robert  Eis- 
ner, economist  at  North- 
western Liiitversity: 
"Economists  look  at  what 
has  been  haopening  and 
say  that  must  bt  natu- 
ral. Growth  has  Leen 
slow  so  It  must  stay 
slow." 

'•Vhat  the  slow-growth  forecasters  hA 
to  appreciate  is  that  the  U.S.  is  in  the 
throes  of  a  transformation.  Underlying 
the  recent  acceleration  in  productivity 
is  a  gathering  web  of  technological  and 
commercial  innovations  revolutionizing 
the  economy,  mucn  as  steam  power  aid 
in  the  late  ITOOs  and  electricity  did  in 
the  late  ISlXls. 

The  Industrial  Era  is  giving  way  to 
the  Information  Age.  "We  are  living 


ECONOMISTS  FOR  AN  EXPANDING  UNIVERSE 


These  days,  a  grovng  school  of 
economists  are  asking  what  propeis 
growth  and  drawing  inspiration 
from  the  ideas  of  Josepn  A.  Schumpeter 
(1883-19501.  the  .-Austnan  economist  and 
Harvard  University  professor.  Like 
Schumpeter.  these  economists  are  focus- 
ing on  tecnnoiogy.  innovation,  and  knowl- 
edge. .And  the  underlying  message  of 
the  Schumoeterians  is  fundamentally  oo- 
timistic.  'The  one  fact  that  comes  from 
economic  history  is  the  ability  of  tne  hu- 
man mind  to  breax  tnrough  barrers  '.hat 


weren't  imaginable  50  years 
ago."  says  Joel  Mokyr.  eco- 
nomic histonan  at  Northwest- 
ern University. 

Traditionally,  mainstream 
economics  has  been  unable  ;o 
explain  what  determines  long- 
term  growth.  In  the  late 
19.50s.  Nobel  laureate  Robert 
.M.  Soiow  of  .\lassachusetts  i.n- 
stitute  of  Tecnnoiogy  shoued  that  in- 
creases in  the  economy's  labor  supply 
and  capiui  stock  expiainea  .niy  part  of 

growth.  The  rest  AJi  attributed 

10  technoiogical  change,  but  it 
'.vas  largely  unexplainaoie. 

The  Schumpeter'.ans  go  be- 
yond traditional  c-.-onomics  to 
!ook  at  what  reaiiy  ^irives  tech- 
'  nolog-.cal  cnange.  They  are  ana- 
lyzing huw  growth  .i  affected  by 
-he  support  for  tec.-.ical  innova- 
t.un.  -fducutionai  ;r.;'..*.'.;'.:ons.  and 
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rewaras  lo  entrepreneurs  :or  coming  up 
'.viLh  new  oroducis.  A  leading  Schumpe- 
:enan  is  Paul  Romer  oi  the  University  oi 
California  at  Berkeley,  pemaos  one  oi 
tne  country's  most  iniiuentiai  younu;  econ- 
omist. Romer's  iheoretica;  -.vork  breaks 
new  ^ound  by  fhowini;  how  '.echnolok^- 
cai  proijress  can  supercnarge  growth, 
j'.isi  as  a  new  jet  lurme  or  a  new  bio- 
technoioi^"  drui^:  spells  :ne  difference  he- 
'.ween  a  pio<idin^  econumy  ano  a  d>xan".- 
■.0  one  Romer  and  othrr  ?vw  growth 
:heoriits  are  rindini;  ■^■..L'tur;  from  siii.T. 
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through  one  o(  these  (und»menul  and 
profound  changes  in  the  economic  para- 
digm ouilt  around  the  transmission,  re- 
trieval, .ind  analysis  of  data  and  fail- 
ing transport  and  commumcauon  costs." 
says  Ricnard  Lipsey.  an  economist  and 
fellow  at  the  Canadian  Institute  for  Ad- 
vanced Research. 

And  the  Information  Revolution  is 
only  part  of  a  much  bigger  innovation 
wave.  U.  S.  patent  applications  have 
surged  by  a  remari(able  35%  over  the 
past  SIX  years.  The  finanaaJ  services  in- 
dustry keeps  churning  out  new  prod- 
ucts tailored  to  meet  the  needs  of  a  glo- 
bal economy.  Pioneers  in  biotechnology 
and  multimedia  are  building  whole  new 
industries.  Old-line  companies  like  Gener- 
al Electric.  AT4T.  and  AJcoa  are  shedding 
bureaucracies  and  ngid  hierarchies  to 
foster  responsiveness  and  creativity.  "In- 
novation IS  the  mother  of  all  core  pro- 
cesses, encompassing  ail  levels  and  func- 
tions of  a  corporation."  says  Richard 
Foster,  director  at  McKinsey  A  Co.  "And 
U.  S.  companies  are  collectively  the  most 
innovative  in  the  world." 
CKOWTM  cuiu.  Conventional  economics 
fails  short  in  dealing  with  the  impact  of 
such  momentous  upheavals.  The  kind  of 
models  that  predict  a  2.5%  limit  to  non- 
inflationary  growth  describe  a  world 
where  the  economy  plods  ahead  at  a 
rate  determined  by  the  amount  of  capi- 
tal and  labor  employed,  while  fiscal  and 
monetary  policies  are  geared  toward 
keeping  the  economy's  fluctuations  with- 
in a  fairly  narrow  bajid.  Of  course,  con- 
ventional models  do  an  excellent  job  of 
describing   how   interest   rates   affect 
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home  buvnng  or  how  higher  taxes  cnmp 
consumer  spending.  But  they  are  almost 
mute  when  it  comes  to  measunng  how 
new  technologies  affect  growth. 

To  better  grasp  the  relationship  be- 
tween innovation  and  growth  calls  for 
turmng  to  an  economic  tradition  cham- 
pioned by  the  late  Joseph  Schumpeter. 
one  of  the  20th  century  s  intellectual  gi- 
ants. Schumpeter  developed  the  idea  of 
creative  destruction,  the  process  by 
which  new  technologies,  new  markets, 
and  new  organizations 
supplant  the  old.  "Except 
for  Karl  .Marx,  Schum- 
peter was  the  only  econ- 
omist who  placed  strong 
emphasis  on  innovation 
and  technological  change 
as  sources  of  economic 
growth,"  says  Frederic 
M.  Scherer.  economisf  at 
Harvard  University. 

In  recent  years, 
Schumpeter  has  become 
a  leading  light  to  a  group 
of  economists  struggling 
to  answer  the  most  basic 
question  in  economics: 
What  drives  growth?  Like  Schumpeter 
before  them,  these  economists  argue 
that  innovation  is  the  essence  of  capital- 
ism. iCnowledge  and  its  application  to 
real  business  problems  count  for  more 
than  capital  and  labor,  the  traaitional 
factors  of  production.  Entrepreneurs,  in- 
dustnal  research,  and  knowledge  are 
what  matters  iboxl. 

The  U.  S.  is  not  an  aging,  mature 
economy  to  the  Schumpetenans,  but 
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rather  it  can  generate  almost  unlimited 
possibilities  of  new  goods  and  new  tech- 
nologies. "Knowledge  doesn't  face  di- 
minishing returns.  It's  an  expanding 
universe,"  says  Richard  Baldwin,  econo- 
mist at  the  Graduate  Institute  of  Inter- 
national Studio  in  Geneva.  Adds  Paul 
Romer.  economist  at  the  University  of 
California.  Berkeley:  "We  systematical- 
ly underappreciate  the  potential  for 
new  things  to  happen." 

It's  easy  to  lose  sight  of  the  impor- 
tance of  innovation  on 
growth  because  it 
doesn  t  have  a  straight- 
line  impact.  Picture 
this:  a  chart  with  an  S 
shaped  curve.  When  a 
new  technology  is  intro- 
duced into  a  company, 
productivity  actually 
falls  31  workers  and 
managers  struggle  to 
master  different  tech- 
niques and  skills.  But 
as  more  and  more  peo- 
ple move  jp  Lhe  leam- 

ing    curve,    the    new 

technology  begins  to 
pay  dividends,  and  productivity  surges 
ahead.  .And  sometimes  innovations  come 
in  dusters,  sucn  as  now  with  computers, 
communications,  and  other  high-tech  in- 
formation systems.  S^'Tien  that  happens. 
Lhe  S<urve  effect  is  magnified  as  each 
advancing  technology  feeos  off  the  other. 
History  offers  striking  examples  of 
the  S-curve  effect.  Take  electricity. 
Many  of  the  critical  advances  came  in 
the  ISTOs  and  "iS80s.  But  it  wasn't  until 


economic  historians  as  Paul  David  of 
Stanford  University.  His  empirical  studies 
show  the  historic  interplay  between  tech- 
nological cha.nge  and  economic  growth. 

The  most  recent  wave  of  research 
from  the  Schumpetenans  focuses  on  the 
links  between  international  trade  and 
growth.  In  traditional  economic  theory, 
the  benefits  .Torn  free  trade  to  a  large 
economy  such  as  the  U.  S.  come  mainiy 
because  consumers  and  businesses  can 
pay  lower  pnces  for  imports.  While  this 
is  no  sma.1  potatoes,  it  doesn't  do  much 
to  increase  growth  in  the  long  run. 

Yet  free  trade  may  have  a  much  big- 
ger payoff  than  conventional  economics 
allows.  Free  trade  encourages  the  rapid 


spread  of  technology  and  indus- 
trial ideas,  according  to  such 
trade  theorists  as  Gene  M. 
Grossman  of  Princetor,,  and  EI- 
hanen  Helpman  of  Tel-Aviv  Uni- 
versity, who  have  been  influ- 
enced by  the  pioneering  work  of 
Paul  R.  Kmgman  of  MIT.  Trade 
can  also  invigorate  growth  by 
providing  access  to  bigger  mar- 
kets- Conversely,  in  many  cases, 
barriers  to  L-ade  slow  the  rate  of  techno- 
logical transmission.  leaving  a  protec- 
tionist country  lagging  far  'Dehind. 

Take  the  developing  countr.es  of  Latin 
America  and  the  former  East  bloc  .-.a- 
tions.  They  learned  the  hard  way  that 
erecting  trade  barriers  to  pro- 
tect domestic  industr.es  isolat- 
ed them  from  global  techno- 
logical progress  and  hebed 
condemn  them  to  years  of 
stagnation.  .And  without  fierce 
competitive  pressure  from  the 
Japanese  auto  companies,  it's 
douotful  U-S.  carmakers  wcuid 
have  felt  comoeiled  to  engi- 
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neer  producu^nty  gains  of  10%  a  year  in 
the  1980s. 

Beyond  trade,  the  theor>-  has  far-rang- 
ir.g  ;mpucations  for  economic  policy.  Gov- 
errjnents.  busuiess.  and  u.-jversities  have 
a  key  pan  to  play  in  aifecti.-j?  the  ?3ce  of 
innovation.  Some  Schumpetenans  would 
like  to  see  stronger  government  support 
of  commercial  tecnr.ology.  esoeciaily  in 
the  ser.ioe  sector,  and  otners  rr.ore  indus- 
try coibborati'on  to  develop  world-ciass 
products.  "To  acnieve  ;ong-rjn  success. 
economic  policy  must  support  the  institu- 
tions that  generate  ideas  md  tecnnologi- 
cal  process."  says  Romer. 

5v  Christovner  Fcrreil  m  \'ew  Ycrrk 
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iwo  10  '.hree  decades  later  :hat  :he 
producuvity-enhancing  promise  of 
eleccrificacion  was  realized.  Overall. 
U.  S.  productivity  jumped  to  a  2.4%  an- 
nual rate  in  the  early  1900s  vs.  a  L3% 
pace  in  the  laie  I£OOs,  according  to  Paul 
David,  economic  historian  at  Stanford 
University. 

EVOiunoMMiT  cuMa.  Similarly,  aher  a 
long  lag.  information  technologies  are 
just  now  living  up  to  their  economic 
promise.  Says  W.  Daniel  Hillis.  co- 
founder  of  Thinking  .Machines  Corp..  a 
Cambr.dge  i Mass. I  maxer  of  massiveiy- 
parailel-processing  supercomputers:  "So- 
detv  has  to  adapt  around  new  technolo- 
gies. That  taxes  longer  man  developing 
the  technologies  themselves.  The  good 
news  for  the  economy  is  we  have  a  lot 
of  stu.T  ;n  the  pipeline  that  wll  jtart 
paying  oil.' 

It's  about  time.  For  the  past  decade 
or  more,  the  gale  vrnds  of  "desiruc- 
tion"  have  been  all  too  painful  and  ap- 
parent. Battered  by  •■•icious  competition 
at  home  and  abroad,  companies  have 
iua<::v.:ed  information  iwhnoloipes  for 
■abor.  eiiminatinc  miili.ins  of  jobs.  Cor- 
porate layoff  ann.>imcerrent.s  in  thp  first 
•  :^:ur:<rr  were  'ip  11 '^  from  ;hc"  sa.Ti; 
I'trr.i:  list  oar.  accorcini;  to  Chullc?.;,' 
i-r.  i"ira-.  .'c  Chnjtmai  l.nr  .  .in  muT::;; 


tional  outplacement  firm.  Delta  Air 
Lines  Inc.  has  just  announced  pi.'is  to 
eliminate  15.000  jobs  in  a  mammoth  re- 
structunng,  and  overall  unemployment 
levels  are  disturbingly  high.  The  lethal 
combination  of  technological  change  and 
increased  competition  has  siashea  the 
real  wages  of  low-skill  and  less  educat- 
ed workers,  too. 

Now.  the  signs  of  the  payoff  are  fi- 
nally here:  Companies  are  becoming 
much  more  efficient.  .-Vnheuser-Busch 
Cos..  the  world's  largest  brewer,  is  re- 
placing packaging  equipment  installed 
some  15  to  20  years  ago  with  newer 
technology  that  requires  fewer  work- 
ers. "Vithout  adding  any  more  work- 
ers. .Mead  Data  Central,  a  leading  elec- 
tronic supplier  of  databases,  is 
providing  access  to  a  lot  more  cata. 
■'A'e  added  100  billion  cnaracters  ;n 
1993.  and  well  prooaoiy  add  250  bil- 
lion characters  this  year."  =ays  ?.i-jney 
L.  Everhart.  president  of  .'-leau  Data. 

indeed,  '.he  rate  of  return  on  ".eie- 
communications  investment  is  around 
■iO't.  including  iniiirect  ber.-;::!;  :j  the 
economy,  says  K.'anci.s  Croni::.  ir.iir.id;- 
:ng  director  at  Pi'.l/.'liCiraw-Hiil.  .^nd  a 
recent  >tiiiiy  hy  "rank  n.  Li.-;::-:;''vr.j. 
r<ri.r.oiniji  at  '.'••I'l.T.r.ia  i  V.ivers::.'  .-r.-ii 
'■I  3:i.im>-ss.  four..!  ■::.:■,    .tiv  ::::■:■:::. '.:••:■ 


systems  worker  can  replace  six  other 
employees  without  affecting  outpuL 

Savvy  companies  are  also  discover- 
ing that  breaking  down  the  centurvKjId 
command-and-control  bureaucracies  has 
an  impact  on  innovation.  For  example. 
Toledo-based  Dana  Corp..  a  S5.o  billion 
producer  of  automouve  and  other  indus- 
trial products,  actively  soiiats  ideas  irom 
employees  at  its  197  manufacturing 
plants  scattered  all  over  the  world.  "The 
power  of  that  is  incredible."  says  South- 
wood  J.  '".Vooay"  .Morcott,  Danas  chief 
e.xecutive. 

-QuiTi  isouknoNm.'  Stitching  togeth- 
er teams  from  engineering,  design,  fi- 
nance, marketing,  and  production  also 
seems  to  be  Doosting  research  and  de- 
velopment productivity,  .^s  Roc.-iwell 
International  Corp.  has  shifted  more  of 
Its  P.iD  from  long  lead-time  defense 
worK  :o  the  fast-paced  commercia.  mar- 
ket, it  is  tyi-g  its  scientists  to  tra-ms 
within  the  •>rgan:3ation.  accordir.g  to 
Robert  L.  Cattoi.  senior  vice-preiiient 
at  Rockwell.  Says  John  Scely  Brjwn. 
heaii  of  the  Xer^x  Oorp.i  Pi.  .Alto 
r^-iearch  Center,  retter  kno-An  ;^*  ".-.r.C: 
"'.Vevr»  movevl  :r-.'m  heini  .luitc  .i.>:a- 
t'onisl  to  ha\:ng  i  rich  4<rt  of  (■••:i. -rr-^a- 
•.i.i.".s  with  i.i  ■-■.■.rts  .-f  :a.-  ••■:r:.i:iy. 
.V"-t  :ii>wj  wi'Ve  ;  r''i>..:-iy  i'ri.i/ir/  ■•nt 
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more  fundamencal  tnings  than  we  ever 
have." 

The  benefits  of  the,  productivity  ixxjm 
are  just  beginning  to  boost  wori«er  in- 
comes. Wages  and  saianes,  after  adjust- 
ing ior  inflation,  are  rising  smartly  for 
the  first  time  in  seven  years.  .And  a 
new  study  by  North  Car- 
olina State  economist 
Steven  G.  .Allen  shows 
that  skilled  wori<ers  in 
high-tech  companies 
mat(e  more   than   their 


I 


counterparts  in  less  in- 
novative outfits.  "In  in- 
dustnes  with  lots  of  RiD 
activity,  you  see  a  much 
more  rapid  growth  oi 
wages  of  college  gradu- 
ates." he  says.  .-And  "it's 
not  just  scientists  and 
•rn^ineers  whose  waijes 

go  up.  its  everyhoay."  

The  official  statistics 
fail  to  caoture  muc::  of  this  proiiuctivity 
upturn.  Productiv -.ty.  jn  inCaiiun-aiijust- 
L-d  measure  of  out;".it  i-cr  unit  t.i  -.wrii. 
;s  relatively  i-;isy  ;.i  ■.-xculaie  in  &.•:  !:'.::r- 
■ifacf.imK  industries.  But  -.vhi-n  i:  .•-'Tr.rs 
to  servii-fs  itr  ir.ii^rrr.iition  tii*!ir.i'!0'.::f<. 
whii-h  now  accfiirit  ;-.r  .Tii'pj  tn;-.:i  :'a*~ 
"iiirls  ••!  thr  -rfr'ninv.  •-(-  ■•i<«iM-.:Mi-. 


!   measures  are  inadequate,  says  Zvi  Gri- 
I   liches,  economist  at  Harvard  University. 
For  e.^ampie.  more  and  more  supermar- 
I  kets  have  installed  bar  code  readers  in 
their  checkout  lines,  maiung  them  faster 
I  and  more  accurate.  Yet  tnese  gains  to 
I  consumers  do  not  show  up  in  the  gov- 
ernment's      numbers. 
With  prices  falling  so 
fast   in   the   high-lech 
marKet  and  qjaiity  im- 
proving so  rapidly,  the 
beancounters        make 
mush  of  tne  productiv- 
ity numbers. 

'.Vhat  is  clear,  how- 
ever. IS  that  since  it 
taKes  less  money  to 
buy  better  products, 
the  productivity  of  cap- 
ital is  enna."^ced.  For  in- 
stance, computer  users 

are  accustomed  to  in- 

creasir.i;  tneir  process- 
ni;  p.™-fr  by  a  factor  of  10  -rvery  five 
to  seven  yuarj  ..t  no  .uidi'.i'^r.ai  oust. 
i_"iver:i:i.  .:;ricfS  "f  .jonpute;".-  .md  teie- 
•i'mm:.:;ic:Uii.ni  •.iiuipmnit  h.ive  pUmueii 
•  y  1-',  -  iivir  ;hf  r.xsl  .r.-:  ■■■■.\ri.  The 
.;-.tv.-rr,"u-nt  ^:..::.-^:i»;iuii::  -  .y  -h:il  tccn- 
'. •!■<:.■.«  :m|'r"M-!!ieiit~  ..:;•:  •;;:iity  .iii- 
■;.-tn!--'-'^  <!;-.:•.;—!   'h.'A   •-.-  ■■••n^iinfiT 


X  THE  HIGH-TECH 

MARKET, 

r.MLING  PRICES 
.\.\'D  SO.ARIXG  QLALI- 
TY  .\RE  .\L\K!.\Ti 
MUSH  OF  THE  PRO- 
DLCTlViTV  NLMBERS 


price  index  is  overstated  by  some  0.5 
percentage  point— wnich  would  put  it 
at  a  2.1%  annijai  rate  instead  of  the 
posted  2.6%. 

The  forces  holding  inflation  in  check 
are  also  powerful.  Labor  costs  are  well 
under  control  and  wage  pressures  al- 
most completely  absent.  Unions  have 
'oeen  sidelined,  too.  The  number  of  work- 
ers covered  ^'y  cost-of-living  adjustments 
in  major  collective  bargaining  agree- 
ments is  now  lower  than  at  any  timo 
in  the  past  quarter  century— from  a  high 
of  61%  in  1976  to  a  low  of  24°i  m  1993. 
The  three-week  strike  by  To. (300  Team- 
sters barsiy  disrupted  the  economy  in 
Apnl,  By  contrast,  when  the  Teamsters 
last  struCK.  in  1979.  the  iO-day  work 
stoppage  caused  widespread  production 
disruptions. 

CLASS  CUSHIONS.  The  old  rules  of 
thumb  about  capacity  utilization  con- 
straints and  inflation  flashpoints  may 
no  longer  -vorK.  either.  .A  lot  oi  U. -S. 
companies  have  plenty  of  manufactunng 
capacity  aoroad.  When  i^rder  :!ows  siih- 
siantiaily  .ncrfase.  companion  ciiri  shift 
rifiHiuction  runs  to  plants  ir.  .Mi-.tico. 
Caiuiila.  .-\.-ia.  ami  "tht-r  ri-^i'  r*.  Takir 
')«fns-ii;i;'.ois  Inc..  thv  T"!-  :  ■•T'lisnl 
Wit::;  "I  •<::!--<  fniitaini-r-i.  "'.t'  n>  .-  ri::i- 
nii!-.;  IIS   .'"i-^s  |il:in'..<  at     a:  :,;:v.  an'i 
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the  company  is  bringing  m  product 
from  operations  in  Venezuela  and  else- 
where. Strong  apitai  gooiU  spendmg  is 
quicxly  adding  to  the  capiLai  stock  and 
raising  capacity  leveu.  Companies  are 
increasingly  adroit  at  boosting  produc- 
tivity and  raising  capacity,  too.  *It 
seems  we  get  more  creative  each 
month.*  says  Donald  P.  Hilty.  chief 
economist  at  Chrysler 
Corp. 

Even  in  those  parts 
o(  the  economy  where 
prices  are  jp.  '.hey 
aren  t  sptraling.  Look  at 
steei.  Ste«l  service  cen- 
ters, which  purchase 
and  JistnSu.e  neany 
49%  of  all  U.  S.-.Tiade 
stainless  steel,  are  snip- 
ping record  volutr.es. 
and  .-aw-suh>l  t)roducer 
plants  are  running  near 
capaaty.  Over  the  past 
year,  pnces  of  !lat-roiled 
steel  have  gone  up  from 
1310  a  ton  to  1355.  and 
scrap  metal  pnces  from 
an  average  of  107  to 
J147  per  ton.  But  pnces 
are  leveling  off  with  ex- 
cess   supply    available  | 

from  overseas  .-naxers.  ! 

The  pnce  of  scrap,  used  in  mmimuls. 
has  started  to  decijie.  Alien  U.  S.  scrap 
pnces  surged,  £iiropean  buyers  turned 
to  cheaper  Russian  pig  iron.  "I  don't 
thinx  pnces  are  going  to  go  a  lot  high- 
er.' says  F.  Kenneth  Iverson.  chairman 
and  CEO  01  Nucor  Corp. 

Disinflation  is  fast  becoming  the  norm 
in  the  once  inilationprone  U.S.  econo- 
my. Producer  pnces  are 
rising  at  only  a  0.2%  an- 
nual rate,  and  even  me<i- 
icai-care  inflation  has 
dropped  from  an  annual 
rate  of  more  t.^an  \!%  ;.-i 
1S9<)  to  less  t.^an  5%  ~~- 
rently.  Economists  or.en 
underestimate  .'.ow  iorg 
pnce  treniis  can  ;2st.  '.oo. 
Over  long  str  -'.cies  ;r. 
history,  inf.ation  has 
been  weil-behaved.  "or 
instance,  befi'^en  ;;60 
and  1£'16.  the  i.inuai  r:ite 

of  i.icrease  m  the  ror.su-       

mer  price  index  --vas 
0.3^0.  and  it  -A-as  J.i%  oef^een  1*50  and 
1970.  £ays  Steonen  S.  r.oach.  -sronomist 
at  .'-forgan  Su-.r.ley  i  <2o.:  'U'ith  :rter.<e 
comoe'-'.tive  pressures  ■iifering  industry 
little  i;temat:vf.  there  :s  ,;ooc  reason  to 
belii-vc-  tnat  t.-e  furila—'-.-^tai  brea.<  be- 
•.xwr.  the  cost  cjr-.e  of  the  I'.l^  .ind 
'.hose  of  the  oast  -at-!  persist." 


Hu{her  U.  S.  producunty  and  lecnno- 
logical  innovation  is  a  big  competitive 
advantage  in  overseas  markets  too. 
Sure,  the  U.  S  still  runa  a  merchandise 
trade  deficit  of  some  (130  billion  a  year, 
and  womes  about  international  com- 
petitiveness run  deep.  Japan  and  Eu- 
rope are  devoting  huge  pnvate  and 
public  resources  to  nurtunng  saence 


GLOBAL  COMMUNICATIONS 
ARE  ON  A  ROLL 

Traffic  in  informohon  ccrosi  borders  has  ioared,  making 

.'fie  U.S.  economy  more  open  ffion  ever  before 


a: 


MERICA  IS 
THE  ONLY 
INDUSTKLiJ. 
IZED  COLfNTRY  TO 
H.V.T  DEREGUUTED 
.\JRLINES,  TELECOM. 
.\ND  TRLCKI.NG 


and  tecnnoiogy.  And  the  iast-growing 
economies  of  East  .Asia  and  Latin 
.\menca  are  encouraging  foreign  multi- 
national investraent  as  a  way  of  trans- 
ferring manu/acuincg  and  management 
know  now. 

Ainiio  PosmoNS.  Nonetheless.  U.S. 
companies  are  globally  com[>et:tive  in 
many  Ieadinge<ige  industnes.  The  bio- 
technology Lidustry,  for 
ejcampie,    »as    ?.eariy 


altered."    says   Steinberg   o(    Mernll 

L>"nch. 

Indeed,  in  the  U.  S.  there  are  fewer 
impediments  to  "creative  destruction" 
than  elsewhere  Regulatory  burcena  are 
fewer  and  market  competition  more  in- 
tense. Amenca  is  the  only  industnal 
country  to  have  deregulated  its  iir- 
lines.  financial  services,  telecommuni- 
cations, trucking,  and 
other  industnes.  For 
instance,  largely  reflect- 
ing the  competitive 
forces  unleashed  by 
deregulation,  a  blended 
measure  oi  Ijr.or  >.id 
capital  productivity 
show:;  the  U.  3.  telecom- 
n.unications  ind'istry  is 
as  much  is  twice  as 
productive  as  its  coun- 
terparts in  the  major 
European  countries,  ac- 
cording to  an  analysis 
by  McKinsey  it  Co. 
"What's  important  is 
that  competition  ener- 
gizes new  ways  of 
do.ng  things."  says  Don- 
ald .McC'.osKey.  econo- 
mist at  the  University 
of  Iowa. 

Labor  is  highly  flex- 
ible, too.  And  the  nation's  borders  are 
more  open.  Research,  development,  and 
technological  irjiovation  are  siulis  that 
are  forged  in  the  cmable  of  interna- 
tional competition.  Most  important. 
t.hough,  is  .America's  entrepreneurial 
tradition.  From  .Andrew  Carnegie  to 
Bill  Gates,  the  incandescent  lightbulb 
to  spreadsheets,  the  U.  S.  has  long  oeen 
open  to  the  ideas  of  innovators,  mave- 


ndcs.  and  imnugrants,  .And  these  entre- 
nonexistent  two  de-  i  preneurs  have  generated  tremendous 
cades  ago  and  r.ow  nas  I  bursts  of  growth  in  the  past,  "'^'hat 
almost  TOO  active  com-  i  is  our  comparative  advantage.'"  isits 
Zoitan  .Acs.  economist  at  the  U.iiver- 
sity  of  Baltimore.  'It  is  our  ability  to 
innovate." 

Clearly,  the  U.  S.  economy  is  emerg- 
ing stronger  tr.an  it  has  been  after  two 
oecades  of  turmou.  The  r.ation  is  more 
productive  a.iu  more  competitive  than 
at  any  point  ?ir,ce  t,-.e  earlv  l*>?*'fs.  The 
bio;est  tnreat  to  the  weiispnncs  of  fast- 
er growtn  co~es  from  t,ie  trouoiing 
ccmoination  of  zealous  rer'-tramt  py  poli- 
cymakers and  the  inflation  ;ii:crs  oi 
bond  marKet    r.vestors.  S<>th  tnreaten 


panies.  I'he  foundations  i 
of  the  Information  Su-  I 
perhighway  are  being  | 
laid,  despite  the  breax-  j 
up  of  the  me-<a-merger  i 
between  Teie-Commu- 
nications  and  Bell  At-  1 
lantic.  China's  Guan-  i 
goong  province  may  be  ^ 
growing  at  \5%  a  year.  ' 
but  tne  internet  is  ex-  j 
panding  by  15%  a  ; 
month.  Competitive  high-tecn  go-xis  are 


a  Key  reason  -Any  U.S.  e.xpor.  growth  i  to  squander -the  economy's  potential 


has  averaged  ~,ore  than  J%  a  year  over 
the  past  seven  years— more  t.-.an  three 
times  the  gai.".s  •>;  Jjaan  am:  Ge.'-mary. 
'.And  as  c»:'r.£u.Tiers  l^o  into  :.ie  .nfonr.a- 
lion  Hiirhway.  th*,-  'jompetiti^e  p«>:>u.---n 
of  natii.-rs  an'i  industnes  nia\  :-•  further 


strer.gtn  and  a.I  the  jobs  and  wealth  it 
•vouid  produce. 

The  v.  S.  can  do  tetter— hut  not  :'.  it 
continues  to  fear  growi.n. 

Bid  ''''.n^tjc-n^''  r  zrrriL  i-ir".  '•ficA(j»'i 
'■/•Tifit";  :n  .W'u-  ':'?'"'■:,  .m.i  ?ar*-itu  -'.-vr'i 
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Friendly  fire 
from  the  Fed 

The  central  hank  aims  at  a  barely  visible  inflation 
monster,  but  the  shots  could  wouvd  ine  economy 


Federal  -Reserve  Chairman  AJan 
Greenspan  has  launched  jH  an- 
other monetary  missile.  Last 
week,  for  the  fourth  time  in  three 
months,  the  central  banker  hiked  short- 
term  interest  rate?  in  an  effort  to  blast 
intlation  off  his  radar  screen.  But 
Greenspan's  data  deteaion  system  may 
be  malfunctioning.  His  target,  growing 
pnce  pressure,  is  barely  a  blip.  And  his 
latest  salvo  could  eventually  end  up 
wounding  American  consumers  and 
companies  — the  economic  equivalent  of 
fnenoly  t'lre. 

Greenspan's  strategy  is  new  and  un- 
tested. In  the  past,  the  Fed  waited  until 
pnce  increases  sianed  to  take  hold  be- 
fore pushing  up  mterest  rates;  today, 
however,  for  (he  first  time,  the  central 
bank  has  delivered  a  pre-emptive 
stnke   against   inflation,  which   is 
running  at  |ust  2-4  percent  so  far 
this  year,  compared  with  17  per- 
cent in  1993.  The  Fed  say^  it 
has  raised  rates  to  keep  the 
three-year-old  economic  ex- 
pansion from  overheating  — 
not  10  snuff  out  growth.  And 
It  has  indicated  that  it  mav 
not  lighten  credit  again  soon. 
But  fineiuning  a  S6  inilion 
economy   is   fraught   wiih 
great   peril.   In   1989.  tor 
e.xampie.  ihe  central  banK 
boosted  rates  lo  engineer  a 
"sou  landing"  for  the  econ- 
omv;   insiead.   the   countrv 
ended  up  plummeting  inio 
recession. 

Piloting  The  economv 
IS  even  trickier  lodav 
because    Washing- 
ton s  llscal  policN  is 
far   more    restric 
ti\e   Tlie  federal 
b'j.icci  dcticti  K 


e^iKaed  to  decline  ficm  about  $270  bil- 
lion to  5170  billion  between  Hscal  years 
1991  and  1996.  And  since  federal  spend- 
ing can  no  longer  propel  growth,  as  it  did 
dunng  the  1980s,  the  Fed's  interest  rate 
hikes,  which  could  slice  into  big-ticket 


consumer  p'lrchases,  arc  nsky  The  cen- 
tral bank's  action  is  hazardous  for  anoth- 
er reason:  Fnrnpe  ]nd  Jjp.in  rwo  of 
Americas  largest  iraoing  partners,  arc 
;;iill  mirfd  ;n  recciMon  Weak  demand 
abroad  means  that  US.  exports  can't  be 
counted  upon  to  turbocharge  an  econo- 
my itfat  now  appean  to  be  decelerating. 
In  fici.  tighter  credit  could  slow 
growth  more  abruptly  in  late  1994  and 
1995  than  most  analysts  and  Fed  econo- 
mists now  predict.  Although  long-term 
interest  rates  inched  down  a  bit  last 
week,  they  are  still  at  their  highest  level 
in  almost  a  year  and  a  half.  In  addition. 
the  central  bank's  latest  move  has 
pushed  real  interest  rates  signit'icantlv 
above  their  histonc  levels.  Since  1977. 
the  average  real  rate  of  interest  on  30- 
ycar  Treasu---  bonds  *'as  f^en  3.oO  n-f. 
cent,  the  real  rate  of  reluii.  jn  ,.,e  long 
bond  lodav  is  about  5  percent.  "The  lev- 
el of  the  long-!c.-m  rate  is  a  .ira^  en  ec. 
nomic  growth,"  sa^i  i,-wi.-.  Kelln'r.  cftiei 
economist  at  Qiemical  BanK.  'The  real 
world  wonders  what  the  Fed  has  been 
smoking.  Businesses  are  not  raising  sell- 
ing prices,  consumers  are   refusing  to 


.*-."MUi»i^ 
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Shutting  otr  gro»irth?  .  ;;   ,••_.. 

Th«  f«  nAi  ooosieo  Murre^i  rates  jt  j  twrie  -■♦^eo  vvsvvnpon  ri  reouonc  '^  '<"«  "*  t^*   '• 

goortomv   M  a  'e»o«.  ^Aurv  CT>»m  0«D««^n  h**srt^  on  cxxisum*n  and  enxXCS.  But  fTU<(  ijto 

ve  5X>T}nc  <o  faJi.  and  M«aM  rom^^  ccwrucs  4f«  oxMn^Ajng  to  a  Mdentfi^  U.S.  oaoe  dertcn. 


pay  higher  prices  and  people  are  wor- 
ried about  iheit  jobs."  Adds  Sam  Naka- 
gama,  chairman  of  NaJcagama  &  Wal- 
lace, a  V'all  Sir<-el  economic  advT.v3ry 
finr..  "The  Fed  has  bee.i  lightening 
against  a  mirage  01  inllaiion. ' 

That  illusion  shimmers  uneasily  in  the 
job  market.  Ali^.ough  employment 
growth  has  picked  up  m  recent  months, 
the  numbers  pale  m  comparison  to  pre- 
vious expansions  and  are  not  strong 
enough  to  create  wage  presures.  Says 
Daniel  Bachman.  an  economist  ;i  the 
WEFA  Group,  a  Pennsylvania  forecast- 
ing firm:  "We  are  still  a  long  way  from  a 
tight  enough  labor  market  for  woricers 
to  demand  wages  higfter  than  the  cur- 
rent mllation  rate." 
Indeed,  unit  labor 
costs  increased  only 
0.8  percent  in  both 
the  fourth  and 
first  quar- 


ters versus  a  year  earlier.  !he  sraajicst 
jumps  in  a  decade.  One  of  the  reasons  for 
the  slack  in  wages  is  that  temporary-help 
positions  account  for  ncarlv  1  in  6  joos 
created  m  Amenca  today.  What's  more, 
many  htgh-pnced  white-collar  workers, 
who  were  laid  elf  il  drove;  during  Lhe 
recession,  have  yet  to  land  on  iheit  ic.:t. 
"If  you  look  around  the  economy,"  ex- 
plains Bachman,  "it  doesn't  look  like  all 
those  white-collar  employees  have  found 
new  jobs.  They're  not  readv  to  Stan  in- 
sisting on  higher  wages  yet.' 

Squeezing  consumer.  With  wages  Still 
under  pressure,  the  Fed's  monetary  poli- 
cy could  end  up  squeezing  consumers 
even  lighter.  Housing  and  autos.  which 
have  helped  push  the  economy  from  re- 
cession to  eroansion.  are  most  vulnera- 
ble 10  a  run-up  in  interest  rales.  Many 
economists  believe  that  ihe  growth  m 
both  sectors  will  slow  as  higner  rates  sofi- 
en demand.  David  Seidersol  lhe  Nation- 
al Association  of  Home  Builders  esti- 
mates that  a  1  percentage  point 
increase  in  mongage  rates  could 
_  cost   as   many  as  "0.000  to 

75.000 single-l'amiiy  hous- 
ing starts  ai  aopronmatc- 
ly  two  man-vears  of  em- 
ployment   per 


house  Seidcrs  recently  leduccd  his  fore- 
cast (or  new  home  construction  in  I99'l 
from  lA'i  million  to  I  38  milUon  units 
because  of  higher  mongage  rales. 

Home  sales  could  also  be  negatively 
affected.  WtFA's  Gideon  Naun  calcu- 
lates that  if  mongage  rates  remain  abiove 
8  percent  for  the  year,  his  forecast  of 
easting  homr  sales  would  fall  by  up  to 
200.000  units.  And  as  the  refinancing 
boom  draws  lo  a  quific  close,  homeown- 
ers who  used  the  cirracasb  from  reduced 
mortgage  payments  lo  buy  furniture  and 
appliances  are  stanmg  to  economize. 
Many  of  those  with  adjustable-rate  mort- 
gages, which  move  ut)  or  down  depend- 
ing on  the  market,  will  be  lorced  to  make 
higher  monthly  payments  Oct^o-^  ^i . ... 
ing  rates. 

Axnencans  arc  dcir^  relatively  well, 
however,  compared  with  theu  counter- 
parts m  Euirpe  and  Jaoan.  Foreiijn 
growth  has  averaged  just  2  percent  ovr 
lhe  last  two  years,  according  to 
DRL/McGraw-Hill,  a  Massachusetts- 
based  forecasting  firm.  As  a  result  of 
this  weakness  abroaa  trade  is  now  the 
worst-performing  sector  in  the  U.S. 
economy.  And  things  could  sour  even 
further  if  higher  interest  rates  eventual- 
ly ratchet  up  the  value  of  the  dollar, 
which  remained  under  pressure  last 
week.  .A  stronger  greenback  wUl  make 
U  S.  eiDons  more  ctDensive  and  less 
competitive.  This  couid  reduce  foreign 
sales  for  .-Vnencan  companies  at  a  tune 
when  nsing  interest  rates  Stan  cutting 
into  consumer  spending. 

.Anticioating  such  a  scenario,  many 
members  of  Congress  have  voiced  con- 
cern atx)ut  the  Fed's  poliocs.  Their  .Main 
Street  constituents  cannot  understand 
why  interest  rates  are  being  jacKed  up 
when  pnce  pressures  are  so  tame.  The 
ce.Ttral  bank's  actions  amount  to  "a  very 
large  tax  increase  on  the  middle  class," 
says  University  of  Texas  economist 
James  Gaibraith.  "The  ."^cd  has  offered 
nothing  m  the  way  of  a  coherent  e.xpiana- 
tion  for  wnai  thev  ixe  doing." 

For  Its  Dan.  the  White  House  has 
said  that  the  Fed's  interest  rate  hikes 
won  t  arevent  the  economy  irom 
growmc  at  a  3  percent  clio  this  vear 
But  Bill  Clinton  and  his  political  ad- 
visers rememoer  iDai  ;r.e  cenirai 
banK  helped  shtxit  down  George 
Bush's  economy  dv  aiJowing  raies  to 
remain  too  high  too  lOng  dunng  ihe 
1900-'^!  recession.  If  the  Fed  is 
wrong  3D0UI  intlaiion  and  the  un- 
deruine  sireniiih  of  the  economv 
this  time.  C'.inion  ^rouid  be  th;  one 
who  ijKcs  J  ni:  ■ 
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